“Accounting 
Revie 


e Supreme Court on Public-Utility Depreciation... . Perry Mason. 


Financial Statements of National Wealth and National Income. .. . 


William T. Crandell 


PBook Reviews 


University Notes 


Published Quarterly by the 
AMERICAN ACCOUNTING ASSOCIATION 


| 
| 
| 
3 
‘Balance-Sheet Form and Classification in Corporate Reports.......— 
a 
P. A. Commercial Law Examinations...........John C. Teewan 
‘Cost Accounting and the Classification of Municipal Expenditures... 
Wir 
"4 


\ 
/ 


The Accounting Review 


Vou. XI SEPTEMBER, 1936 No. 3 


Balance-Sheet Form and Classification in Corporate Reports. 


C. P. A. Commercial Law Examinations......John C. Teevan 


The Supreme Court on Public-Utility Depreciation 
Perry Mason 


Financial Statements of National Wealth and National Income 
William T. Crandell 


Cost Accounting and the Classification of Municipal Expendi- 


Arthur N. Lorig 


Book Reviews 


Henry W. Sweeney, Stabilized Accounting; Harley L. Lutz, Public Finance; Richard 
Norman Owens and Ralph Dale Kennedy, A tary Theory and Practice; 
F. I. Shaffner, The Problem of Investment; Eleanor “pail Dulles, Depression and Recon- 
struction; Ralph E. Badger and Harry G. Guthmann, Investment Principles and Prac- 
tices; H. J. Davenport, The Economics of Alfred Marshall; Arthur B. Adams, National 
Economic Security; Clyde L. King, Public Finance; George T. Altman, Introduction to 
Federal Taxation; B. M. Selekman, Law and Labor Relations. A Study of the Industrial 
Disputes Investigation Act of Canada; Carl N. Schmalz, Operating Results of Department 
and Specialty Stores in the Pacific Coast States: 1935; ‘Present Day Banking; J. Brooks 
Heckert, Accounting Systems—Design and Installation; Carl N. Schmalz, Operating Re- 
sults of Department and Specialty Stores in 1935; New York Laws Affecting Business Cor- 
porations 


University Notes 


Editor: Ertc L. KoHuer. Assistant Editors: E. A. HEILMAN, ARTHUR W. HANSON, A. C. LITTLE- 
TON, and Henry W. SWEENEY. 


Entered as second class matter at the Post Office at M ha, Wi 

Manuscript and correspondence relating to editorial matters ont be addressed to the Editor 
at 135 S. La Salle Street, Chicago, Illinois. 

Advertising and advertising inquiries and subscription and busi nicati should 
be addressed to the Secretary-Treasurer, Jacob B. Taylor, 309 Commerce Building, "Ohio State Univer- 
sity, Columbus, Ohio. 

Subscription price: $4 a year; $1 a single copy; postage free. 


Acceptance for mailing at the special rate of postage provided for in the Act of February 28, 
1925, authorized February 12, 1932. 


29 


E. I. FsEexp is assistant professor of accountancy 
at the College of the City of New York and in prac- 
tice in New York as a certified public accountant. 
His paper in this issue has been condensed from a 
doctoral thesis. 


Joun C. TEEVAN is professor of commercial law 
at Northwestern University, Chicago. He is the 
author of two books of answers to C. P. A. law 
questions. 


CONTRIBUTORS TO THE SEPTEMBER 
ISSUE 


Copyright, 1986, American Accounting Association 


Perry Mason is professor of accounting at 
Antioch College, on leave of absence this year at the 
University of California at Los Angeles. 


T. Cranvewi, Ph.D. (University of 
Michigan), contributes a second article abstracted 
from his dissertation on National Income. 


Artuur H. Lorie is assistant professor of ac- 
counting at the University of Washington, a doctor 
of philosophy from the University of Chicago, anda 
C. P. A. from California. 


B. 

porat 

York 

587 

ment 

of th 

state 

coun 

cone 

resel 

they 

Ame 

fron 

Any 

ous 

in 

no 

lear 

ning 

nor 

an ¢ 
ace 

ag 

con 

tica 

and 

pat 

cou 

upc 

I 

late 

bale 
Ter 


The Accounting Review 


Vou. XI 


SEPTEMBER, 1936 


No. 3 


BALANCE-SHEET FORM AND CLASSIFICATION 
IN CORPORATE REPORTS 


E. I. 


ysis of the form and classification of 

the balance sheets included in the 
stockholders’ reports of all the industrial cor- 
porations having stocks listed on the New 
York Stock Exchange in September, 1932— 
587 in number. Because of the rigid require- 
ments of the Exchange for listing, and because 
of the fact that approximately 92% of these 
statements were certified by 88 different ac- 
countants and auditors, it may safely be 
concluded that although they are not rep- 
resentative of American practice in general, 
they are probably representative of the best 
American practice. It should not be inferred 
from this, however, that what is, is good. 
Any informed person will recognize numer- 
ous violations of sound accounting theory 
in many of the results presented. However, 
no one will deny that theory has much to 
learn from practice. Professor John B. Can- 
ning in his stimulating book on ““The Eco- 
nomics of Accountancy” states that “Many 
an economist and statistician, in reading the 
accounting texts, must have been aware of 
a great mass of unsupported assertion, in- 
consequential argument, apparent statis- 
tical inconsistency, and lack of homogeneity 
and completeness. But any one who has the 
patience to find out for himself what ac- 
countants actually do and who will reflect 
upon what he finds, will discover that 


T's STUDY is based on a detailed anal- 


Evrror’s Nore. This article will be followed in a 
later issue by a second one giving summaries of cor- 
porate practice in the handling of individual items in 
balance sheets. These are a part of a more compre- 
hensive study by the same author being published 


under the title, “Balance Sheet Classification and 
Terminology.” 


modern accounting practice is, on the whole, 
sounder than that which has been written 
about it. Apparently those who have really 
created accepted modern procedure have not 
been notably given to writing about it. 
In many an instance the writers would do 
well to consider the statistical effects of 
what accountants do rather than to invent 
conjectural reasons for their procedure.” 

The purpose of this study was not so 
much to make an appraisal of current prac- 
tice with respect to form, classification, and 
terminology in the published balance sheets 
included in corporation reports to stock- 
holders, as to find out what that practice is. 
The study, therefore, is almost entirely an 
objective one. 


FORM OF THE BALANCE SHEET 


According to writers of accounting theory, 
there are two generally accepted forms for 
the presentation of the balance sheet, the 
account form and the report form. The ac- 
count form presents the two sides as in a 
ledger account, with the assets on the left 
and the liabilities and net worth on the 
right side. In this form, as in a ledger ac- 
count in balance, the two sides must be 
equal. This equality is indicated by showing 
the totals of the two sides and ruling up 
with a single line, or with single and double 
lines. This form is sometimes known as the 
technical form, since it follows the principles 
of double-entry bookkeeping. 

The report form presents the liabilities 
and net worth immediately below the assets, 
in a narrative form. It seems to have been 
intended originally as a non-technical form, 
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since it did not follow the technical set-up 
of the ledger account, but followed rather 
the formula for the balance sheet, that is, 
assets minus liabilities equal net worth. 
While the vertical arrangement has been 
preserved, however, the procedure of actu- 
ally deducting the liabilities from the assets 
to arrive at the net worth has been almost 
entirely discarded, except in text books. 
Among the 587 balance sheets which were 
included in this study, not one followed this 
latter arrangement. The term “report form” 
is, therefore, used in this study to indicate 
merely the vertical arrangement as con- 
trasted with the horizontal arrangement of 
the account form. 

Two companies, the American Tobacco 
Company and Lorillard Company, used a 
modification of the report form as given 
above. Instead of subtracting the sum of the 
liabilities from that of the assets, the total 
of the liabilities and capital was subtracted, 
the difference being the surplus. In both 
statements the order is from fixed to current, 
without any formal classification, and with 
the capital stock placed first on the liability 
side. The total of the capital and liabilities 
is improperly labeled “Total Liabilities,” 
and the resultant figure is surplus instead of 
capital and surplus, as the terminology 
employed would seem to imply. Neither 
statement was certified. 

Out of a total of 587 balance sheets, 413, 
or 70.4%, were in account form, and 172, 
or 29.3%, in the report form, with only two 
presented in a different form, as noted above. 

The account form is probably the more 
convenient of the two because, when it is 
properly set up, it brings into their proper 
relationships those sections of a balance 
sheet which are compared, such as current 
assets with current liabilities and fixed as- 
sets with fixed liabilities. Moreover, the 
account form carries out more effectively 
the popular idea of a “‘balance”’ sheet. 

A rather unsatisfactory arrangement is 
that used in the statement of the American 
Car and Foundry Company, in which the 
assets are placed on the right-hand page, 
and the liabilities and net worth on the fol- 
lowing, left-hand page. It is thus necessary 
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to turn the page for the liabilities and net 
worth. This does not appear to have been 
a mere accident as it was repeated in the 
report for the following year, and it could 
easily have been avoided. This was the only 
exception found to the almost universal prac- 
tice of placing the assets on the left, and the 
liabilities and net worth on the right page, 
so that when one opens the report, the entire 
statement is before him. Where the report 
form is used, it is almost always confined to 
one page. 

Heading—Every balance sheet should 
have a proper heading, consisting of the 
name of the company, the title of the state- 
ment, and the date. While it is not absolutely 
essential that the name be given at the head 
of the balance sheet included in the report 
to stockholders, since the entire report is 
concerned with the one company, it is never- 
theless the general practice to do so. The 
name was given in 91.0% of the statements 
and omitted in only 9.0%. In 36 statements 
where the balance sheet was presented in 
account form covering two inside pages, the 
name, and in some cases the title also, was 
given on both sides of the statement. In 
others the name and title were printed 
across the two pages. 

A great variety of expressions was used 
for the title of the balance sheet, although 
the simple ones of “Balance Sheet” and 
“Consolidated Balance Sheet” predomi- 
nated. In 105 reports, or 17.9%, the former 
was used, and in 383, or 65.3%, the latter 
was used. “Condensed Consolidated Balance 
Sheet”’ was used in 30 cases, or 5.1%. Other 
titles in order of frequency and number of 
times used were: 


Comparative Consolidated Balance Sheet (14) 
Comparative Balance Sheet (8) 

Condensed Balance Sheet (8) 

Consolidated General Balance Sheet (6) 

Financial Statement (5) 

Consolidated Statement of Assets and Liabilities (3) 
General Balance Sheet (3) 

Adjusted Consolidated General Balance Sheet (2) 
Condensed General Balance Sheet (2) 

Statement of Assets and Liabilities (2) 

Statement of Financial Condition (2) 

Annual Statement (1) 

Balance Sheet Consolidated (1) 

Comparative Condensed Balance Sheet (1) 
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Comparative Statement of Assets and Liabilities (1) 
Condensed Comparative Balance Sheet (1) 
(Condensed Comparative Consolidated Balance Sheet 


Balance Sheet Condensed from Auditor’s 

Report (1) 

Consolidated Condensed Balance Sheet (1) 
Consolidated Condensed General Balance Sheet (1) 
Consolidated Statement of Condition (1) 

Pro Forma Consolidated Balance Sheet (1) 
Statement of Condition (1) 

Two of the statements, those of P. Loril- 
lard Company and the Mullins Manufactur- 
ing Corporation, respectively, were without 
heading or description of any kind. In the 
latter report the “Earnings” statement was 
placed on the left side, the ““Assets”’ followed 
by the “Liabilities and Capital” on the right 
side, and the heading printed across both 
sheets was, “Statement of Mullins Manu- 
facturing Corporation, Salem, Ohio, For the 
Year Ending December 31, 1931.” This 
heading ignores the basic principle that a 
balance sheet can never represent any period 
of time, since it presents a static picture of 
fnancial condition at the close of business 
on the last day of the fiscal year or other 
specified date. 


A considerable variety of methods was 
used also in indicating the date of the bal- 
ance sheet. The most usual practice, how- 
ever, was to state merely the date without 
any prefix, as was done in 414 reports, or 
70.5% of the total. The expression “‘as at” 
was used in 89 instances, or 15.2%; and “‘as 
of” in 30, or 5.1% of the total. Six of the 
statements bore no date at all. The other 
prefixes, in order of frequency were: 

At (20) 
As of the close of business (14) 
At the close of business (5) 


As at the close of business (4) 
On (1) 


In addition to the report of the Mullins 
Corporation, mentioned above, there were 
three other cases where the statements were 
presented as covering a period of time: 
Ritter Dental Manufacturing Company, 
“Year Ended”; Liggett Myers Tobacco 
Company, “For Year Ended’’; and Durham 
Hosiery Mills, “Comparative Balance Sheets 
for the years ended.” 
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While it is not the custom in the United 
States to place the day of the month before 
the month, this was done in five instances: 
Anaconda Copper Mining Company and 
Anaconda Wire and Cable Company, “Con- 
solidated Balance Sheet—31st of December, 
1931”; Butte Copper and Zinc Company, 
“Balance Sheet, 31st of December, 1931’’; 
Greene Cananea Copper Company, “‘Con- 
solidated Balance Sheet, 3lst December 
1931”’; and Phelps Dodge Corporation, 
“Consolidated Balance Sheet, 31st De- 
cember 1931.”’ Four of the five companies 
were audited by the same firm of account- 
ants, which may account for the similarity. 
This same firm, however, served ten other 
companies out of the group, where the dat- 
ing was in the usual manner. 

It cannot be emphasized too strongly that 
where a balance sheet is designed to express 
financial condition at the close of a fiscal 
period the balance sheet is always expressed 
as of the close of business on the last day of 
the fiscal period, and that although a com- 
pany commences business on the first day 
of the next period with the assets, liabilities 
and net worth shown at the close of the 
preceding period, it is clearly misleading to 
date the balance sheet as of the later date. 
Without further explanation in such a case 
one must assume that the date represents 
the last day of the fiscal period, and that 
the figures represent the balances of the 
ledger accounts as of the close of business 
on that date. 

A case in point is the balance sheet of 
the Federal Motor Truck Company, which 
is headed, ‘‘Condensed Consolidated Balance 
Sheet—January 1, 1932.” To ascertain the 
true closing date, it is necessary in this case 
to turn either to the President’s report, 
where he states that, “I submit herewith 
the annual report of your Company for the 
year ending December 31, 1931... ,”’ or to 
the author’s certificate. There, however, the 
date is not cleared up as easily as in the 
President’s report, for in the first paragraph 
the auditor certifies that, “...the above 
Balance Sheet reflects the true position of 
the Company’s affairs at the first day of 
January, 1932,...’’ which would seem to 
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confirm the dating of the balance sheet as 
being the last day of the fiscal year. But in 
the next paragraph it is stated that, ““This 
Company and its subsidiaries according to 
reports received are contingently liable as at 
December thirty-first, 1931 ...”—which 
would seem definitely to establish that date 
as the closing date. This report, incidentally, 
has the unusual feature of a short certifi- 
cate at the bottom of the balance sheet, 
and a fuller, though hardly complete, audit 
report on a later page. This second audit re- 
port uses the phraseology, ““We have made a 
direct and complete examination . . . for the 
year ending the 3lst day of December, 
1931 ...,”’ which removes the last vestige 
of doubt as to the proper date. 

Naturally a dating as of the first of a 
month raises the question as to whether that 
is the closing or opening date, and if it is the 
end of the fiscal year, all doubt can probably 
be removed by using the expression “‘as at the 
close of business.” 

Heading of Sides—Not only should the 
statement itself have a proper heading, but 
the sides should also be properly labeled. 
Greater uniformity was found in the choice 
of a title for the asset side than in any other 
single phase of balance sheet construction, 
the simple title “Assets” sufficing in 584 out 
of the 587 balance sheets analyzed. The 
three exceptions were: Kelly-Springfield 
Tire Company, which used “‘Assets and De- 
ferred Charges”; Bush Terminal Company, 
which did not use any general caption for 
the asset side but headed the first group on 
the asset side “Capital Assets” in such a 
manner as clearly to set out that side as 
assets; and Best & Co., which followed 
a similar practice but placed the head- 
ing “Fixed Equipment,” much less con- 
spicuously, as the first caption on the asset 
side. 

No such uniformity was found on the 
liability side, although “Liabilities” alone 
was used in 506 cases, 86.2% of the total; 
“Liabilities and Capital’’ in 55 cases, 9.4%; 
“Liabilities and Net Worth” in 12 cases, 
2.0%; and “Capital and Liabilities” in 
5 cases, 0.9%. Seven of the other nine used 
the following: 
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Liabilities, Reserves and Capital (2) 

Capital Stock, Liabilities and Surplus (1) 
Liabilities and Net Capital (1) 
Liabilities, Capital and Surplus (1) 

Liabilities, Capital Stock and Surplus (1) 

Liabilities, Reserves and Net Worth (1) 


The two balance sheets mentioned above 
as being without general captions for the 
asset side were likewise deficient on the 
liability side. 

Sequence—As is to be expected in a bal- 
ance sheet issued for general use, the usual 
sequence on both sides of the statement is 
from current to fixed. For since the balance 
sheet is primarily a statement of financial 
condition, its chief interest to the general 
reader lies in the ability of the company to 
meet current maturing obligations out of 
current assets, such ability being reflected 
in the working capital ratio. 

Out of 587 statements, 486, or 82.8% used 
the current-to-fixed, and 74, or 12.6%, the 
fixed-to-current arrangement. In nine cases 
one was followed on one side and the other 
on the opposite side, and in 18 cases there 
seemed to be no attempt at any sequential 
arrangement at all. The fixed-to-current 
sequence was well distributed throughout 
the industries, only 18 out of 46 industrial 
classifications not being represented, and 
while it was most pronounced in the copper, 
petroleum and steel industries, not a single 
group used it exclusively. The tendency, 
however, seems to be distinctly in favor of 
the current-to-fixed sequence. 

Rulings—To conform strictly to the 
technical ruling of an account, a balance 
sheet in account form should contain single 
and double rulings on both sides on the same 
line. While it is, of course, impossible to rule 
statements presented in report form on the 
same line, it is possible to use single and 
double rulings. Of the total of 587 state- 
ments, single and double rulings were used 
in 519, or 88.4%, and the rulings were on 
the same line in 377 instances, or 64.2%. 
Single rulings, without the use of double 
rulings, were found in 61, or 10.4%, of the 
cases. 

Where the rulings were not on the same 
line in the account-form presentation, the 
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disparity was usually due to placing either 
the auditor’s certificate or a footnote in the 
space thus left vacant. 

Surplus Analysis—Changes in surplus be- 
tween closing dates reflect the profit or loss 
for the period, dividends declared, and ad- 
justments not included in the profit-and-loss 
or income statement. It is necessary, there- 
fore, that an analysis of surplus, both capital 
and earned, be given for a proper under- 
standing and comprehension of the condi- 
tion of a company. Due largely no doubt to 
the great number of adjustments that, be- 
cause of abnormal economic conditions, had 
to be made during the period covered by the 
reports used in this investigation, the state- 
ment of surplus analysis or changes was 
made a separate statement or schedule in 
502 reports, 85.5%, and the analysis was 
incorporated in the balance sheet itself in 
only 83 reports, or 14.3%. In eight of the 
statements the analysis was included both 
in the balance sheet and in a separate state- 
ment although such repetition does not serve 
any useful purpose. In 363 of the 502 in- 
stances where the statement of surplus was 
shown as a separate schedule, no reference 
was made to the schedule in the balance 
sheet itself. However, since the schedule al- 
most invariably follows on a subsequent 
page, the reader should be directed to it 
with a reference in the balance sheet. 

Certification of Statements—It is most en- 
couraging to find that 91.6% of the state- 
ments, 538 in number, were the results of 
audits by independent accountants or au- 
ditors, all but five of which carried the 
auditor’s certificate. Only 49 or 8.4% were 
uncertified and hence presumably not audited 
by outside auditors.! 


1Tn a survey made by the New York State Society 
of Certified Public Accountants and published as a 
Special Bulletin under date of October 1, 1932, it was 
reported that “. . . 83% of these annual reports were 
audited by independent public accountants.” This sur- 
vey, however, covered all the companies with stocks 
listed on the New York Stock Exchange, with the ex- 
ception of 45 companies for which reports were not ob- 
tained, whereas the present study excluded financial 
and utility companies. The percentage of the latter in- 
stitutions using independent auditors is no doubt 
smaller than in the case of industrial companies, which 
accounts for the difference between the figures. In this 
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Auditors Involuved—There were 88 auditors 
involved in the certification of the 533 
statements which carried auditor’s certifi- 
cates. Of this number only eight were 
listed as individual practitioners; the others 
as partnerships or corporations. It was not 
possible to ascertain from the signatures 
which firms of auditors were incorporated, 
except in three cases where the word “In- 
corporated” was used. Table I shows the 


Taste or CLIENTS BETWEEN 
Firms 


Auditors Number of Clients Percentages 

115 21.3 
62 11.5 
52 9.7 
45 8.3 
37 6.8 
29 5.4 
“G” 23 4.3 
“H” 17 $3.1 
“ar 13 2.4 

Two auditors 7 each 

Six auditors 6 each 

Two auditors 4 each 27.2 

Four auditors 3 each 

Twelve auditors 2 

Fifty-three auditors 1 each 


distribution of clients between the various 
auditing firms. The greatest number served 
by any one firm was 115, or 21.3% of the 
companies audited. Nine of the firms served 
393, or 72.8%, of the entire number, or ap- 
proximately 67% of all the companies in- 
cluded in the study. It would be interesting 
to ascertain the number of stockholders 
served by these nine firms, and also the 
capitalization involved. The geographical 
distribution of the stockholders probably 
takes in most of the civilized world. Some 
of these auditing firms have branches in al- 
most every civilized country. 

Two of the companies were served by two 
auditors jointly: Bulova Watch Company, 
Inc., and Drug Incorporated. In the former 
case there are two separate certificates and 
in the latter one certificate signed jointly. 

The concentration found in the distribu- 
tion of clients among the auditing firms does 


same survey it was also reported that of the total num- 
ber (651) which were certified, 571 of the certificates 
covered both the balance sheet and income account, and 
69 covered only the balance sheet, with twelve bearing 
other types of certification. 
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Taste II 


‘ Number of Number of | No. Audited | No. Audited 
Industries Number of Companies Auditors by one by Two 
Companies Audited Involved Auditor Auditors 

Airplanes, airways, airports........ 8 6 5 2 3 
Automobile accessories. ........ 35 34 ll 14 23 
Automobiles and trucks. . . sea 22 22 10 5 9 
Building materials. . as 16 16 9 4 7 
Business and office equipment. mins 8 8 6 3 4 
Chain stores and restaurants....... 32 32 18 6 10 
34 32 19 7 12 
11 8 5 3 5 
Confections and fruits............. 6 6 6 1 2 
Construction companies. inne re 6 6 6 1 2 
Copper mining. . aokiewar 14 14 6 5 10 
Cotton... ee ae 6 6 5 2 3 
Department stores................ 25 24 9 8 18 
Drugs and cosmetics. . . . 9 9 6 $ 5 
Electrical equipment. .. 11 11 9 3 6 
Farm machinery Git 7 7 4 3 5 
Fertilizers. + 4 + 1 2 
Flour, cereals, bread. * 1] 10 5 + 6 
Foods, groceries, canning. 10 10 7 4 5 
Garments..... 5 5 3 3 4 
Ginss. .... 3 3 3 1 2 
Leather and boots. een 11 11 7 $ 5 
Machinery and metal products... . 58 56 27 12 19 
Mail order houses. . . ; a 3 3 3 1 2 
Meats and fish........... ee 6 6 3 3 5 
Milk and milk products. . ee 6 6 4 3 4 
Mineral water and drinks......... 4 3 3 1 2 
Miscellaneous businesses. ... . eB 7 7 6 2 3 
Miscellaneous distributors. .. . 6 6 3 4 5 
Motion pictures. . ree 8 8 4 + 6 
Non-cuprous metal mining......... ll 5 4 2 3 
Paper and card board... . er 12 12 8 3 6 
Petroleum and natural gas........ 30 24 11 6 11 
Printing and 8 8 7 2 3 

Railroad equipment eta pene 15 12 10 2 4 
Realty companies........... Jets 5 5 + 2 3 
Rubber tires and rubber goods. 7 7 7 1 2 
Ship building and es ee 7 7 5 2 4 
Shipping services. ae 4 3 3 1 2 
Silks and rayon... 15 15 12 4 5 
Steel, iron, iron mining, coke...... 36 34 14 14 19 
Sugar 3 3 3 1 2 
Theatres. . . 6 6 3 4 5 
Tobacco... 18 10 3 5 
Wool, worsted, carpets, rugs. 3 7 | 1 2 


not carry over into the fields of activity of 
the various companies. It must be recog- 
nized, however, that the activities are so 
diversified within many of the companies, 
that it is difficult to present any very reli- 
able figures. Based, however, on the New 
York Stock Exchange classification of com- 
panies, Table II reveals a decided lack of 
concentration. The greatest concentration 
in industries of ten or more companies is 


found in the automobile accessories, floor, 
food, copper mining, and steel industries, in 
each of which a single auditor served 35% or 
more of the companies. When two auditors 
are considered, the greatest concentration is 
in the copper mining industry, where two 
auditors serve 71% of the clients, followed 
by the automobile accessories industry with 
68%. In only eight out of 20 industries of 
ten or more companies are 50% or more of 
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Taste III 
Cuiosine Dares or Fiscat YEARS 
, Number of End of End of Other Closing 
Industries Companies December Other Months Dates 

irplanes, airways, airports. . 8 3 1 
Automobile accessories............. 35 82 3 
Automobiles and trucks............ 22 18 3 1 
materials................. 16 14 1 1 
Business and office equipment..... . 8 7 1 
Chain stores and restaurants....... 32 22 5 5 
Confections and fruits............. 6 5 1 
Construction companies........... 6 5 1 
14 14 
6 + 2 
Department stores.............. ; 25 5 20 
Drugs and cosmetics.............. 9 9 
Electrical equipment............... ll 10 1 
Farm machinery.................. 7 6 1 
+ 1 3 
Flour, cereals, bread............... ll 4 2 5 
Foods, groceries, canning........... 10 6 3 1 
Leather and boots. . Bitte 11 6 3 2 
Machinery and metal products. weds 58 51 7 
Mail order houses................. 3 3 
ee 6 1 4 1 
Milk and milk products............ 6 5 1 
Minerals water and drinks......... 4 3 1 
Miscellaneous businesses... ... . 6 1 
Miscellaneous distributors.......... 6 6 
Motion pictures................... 8 1 3 4 
Non-cuprous metal mining.......... ll 11 
Paper and card board.............. 12 9 3 
Petroleum and natural gas.......... 38 36 2 
Printing and publishing............ 8 . 1 
3 1 2 
Railroad equipment............... 15 14 1 
Realty companies................. 5 3 2 
Rubber tires and rubber gg ere 7 + 3 
Ship building and operating......... 7 6 1 
Shipping services.................. 4 + 
Silks and rayon................... 15 13 2 
Steel, iron, iron mining, coke........ 36 33 2 1 
6 3 2 1 
Wool, worsted, carpets, rugs Pe koe 7 5 1 1 

Percentages..................- 110% 77.5% 16.9% 5.6% 


the clients served by only two auditors. In 
the copper mining industry the two auditors 
have five clients each, and the four remain- 
ing are divided between four auditors. In 
the automobile accessories industry the re- 
maining eleven companies are divided be- 
tween nine auditors. In the steel industry, 
while approximately 41% are clients of one 
are handled by two auditing 


firm, only 56% 


companies, and the remaining 15 companies 
are distributed among 12 auditors.” 


2 An unusually interesting report of a company not 
included in this study is that of the Regal Shoe Com- 
pany. The report apparently issues from the office of 
the accountant, as it has his name and address at the 
bottom of the cover. The cover also carries the state- 
ment, “Consolidated Certified Balance Sheet, Decem- 
ber 31, 1934.”’ The first page carries a signed letter of 
the President to the Accountant certifying as to the 
inventories, liabilities, and commitments. The two in- 
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BEST & CO., INC. 
CoNDENSED GENERAL BALANCE SHEET AT JANUARY 31, 1932 


Fized Equipment: 


Land and leaseholds (appraised value) and buildings, at cost. $5, 169,427.12 


Less: U 


ss: Unused portion of reserve for replacements. . . 


Goodwill, reduced to nominal value of.............. 
Investments not readily marketable................ 


Total Fixed Equipment....................... 


Operating Equipment: 


Inventory of merchandise (at the lower of cost or market)... . 
Cash subject to check, or in company’s offices........ 


Accounts receivable: 


From customers (all doubtful — provided for) 


From all other sources (all g 


nused portion of reserve for replacements. . . 
Furniture, fixtures and equipment in stores and offices: cost. . 
Less: Unused portion of reserve for replacements. . . . 


Supplies on hand, to be consumed by future operations: 


Prepayments of rent, insurance, salaries, etc.. 


Expense and traveling funds in hands of employ ees, to be ac- 


Total Operating Equipment..................... 


Grand Total. 


Closing Dates—Of the total of 587 corpora- 
tions, 455, or 77.5%, have fiscal years cor- 
responding to the calendar year, closing their 
books at December 31 of each year. The 
number using a fiscal year ending with the 
last day of some other month totals 99 or 
16.9%, and the number using an odd date 
totals 33, or 5.6%. Table III reveals that 
within few classifications is there absolute 
uniformity in the choice of a fiscal year. 
Particularly significant is the number of de- 


side pages are used for the Balance Sheet, presented in 
account form, with the auditor’s certificate at the bot- 
tom across both pages, the Treasurer’s signature in the 
lower left-hand corner, and the auditor’s signature in 
the right-hand corner. All signatures are actual ink sig- 
natures. The average stockholder will get little comfort 
from this report, however, for there is no analysis of 
surplus and no profit-and- loss statement. Both would be 
required if the Company’s stocks were listed on the New 
York Stock Exchange. 


391,928.57 $4,777,498.55 
$1, 369, 430.98 
387,950.60 981, 480.38 
$ 112,386.38 
68 , 029. 63 44,356.75 
1.00 
175, 109.67 
$5,978, 446.35 
$1, 167,714.12 
184,993.15 
$1, 865,121.60 
2,154.38  1,867,275.98 
3,736.22 
16,997.87 20,734.09 
25,459.66 
600.05 
3, 216,777.05 
$9 , 195 , 223.40 


partment stores which have departed from 
the traditional December 31 closing and 
chosen a date corresponding more closely to 
the end of the natural business year, Jan- 
uary 31. Of the total of 25 department stores, 
19 use January 31 or the nearest Saturday 
thereto when operating on a 52-week year, 
as R. H. Macy & Company does. 
Comparative Statements—A single state- 
ment by itself has but a limited usefulness 
for analytical purposes, and an even more 
limited usefulness for ascertaining the prog- 
ress of a company. Only when uniform 
statements for a period of years are com- 
pared, can any valid conclusions be drawn 
concerning the progress of a company. 
Unfortunately, the practice of presenting 
statements in comparative form is rare. Out 
of 587 balance sheets, only 57, or 9.7%; 
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BEST & CO., INC. 
CoNDENSED GENERAL BALANCE SHEET AT JANUARY 31, 1932 
Fired Debt: 
ing Debt: 
Due to creditors, for expense, services, etc... 85,394.57 
Due to customers (credit balances, deposits, and unpresented credit docu- 
All other debt accrued, including taxes on income, etc..................... 231,898.70 
446.35 
Capital Stock and Surplus: 
Preferred stock, 6% cumulative: 
Authorized for issue to employees: 
$ 500,000.00 
Less: held in treasury 2,583 shares @ $100.00....... 258,300.00 
Issued and outstanding, 2,417 shares @$100.00........ 
$ 241,700.00 
Cumulative dividends, all paid...................... None 
Equity of preferred stock @$100.00 per share............. $ 241,700.00 
Common stock, no par value: 
Authorized, issued and outstanding: 
$00,000 shares, at $12.50 per $3 , 750,000.00 
77.05 Earned Surplus: 
Reserved for contingencies............. $ 33,815.61 
Received, but held as unearned by the 
operations of the fiscal year 1931-1932. 21,854.18 
Earned, undistributed, and unappro- 
Equity of common stock @ $25.06 per share. 7,518, 239.38 
from 
and § were in comparative form. Of this number, CLASSIFICATION ON THE BALANCE SHEET 
ly to § only one gave comparative figures in the The first step in bringing order out of 
Jan- — statement proper for more than two years, chaos is that of classification. In fact, science 
lores, § and in this case it covered but three years. rests largely upon classification. 
irday Five companies, however, in addition to the Without a proper classification of the 
year, — current balance sheet, gave supplementary items in its balance sheet, analysis of the 
comparative statements for a number of financial condition of a company is either 
state- § years; Waldorf System Incorporated fortwo impossible or more or less inaccurate. As a 
ness years, American-Hawaiian Steamship Com- rule, those who use financial analyses for 
more § pany and the Chrysler Corporation for four extension of credit, such as banks, large 
prog- § years, W. T. Grant Co. for ten years, and creditors, and credit associations, can al- 
form § the American Sugar Refining Company for ways demand and get additional informa- 
com- § 21 years, practices which might well be tion, but the stockholder and ordinary in- 
rawn § emulated by other companies. Inacompara- vestor must rely largely if not entirely upon 
bg tive balance sheet for only two years, the published statements. 
nting § furthermore, it is exceedingly helpful to In the construction of a balance sheet, 
. Out show the increases and decreases. This was classification is particularly important be- 
.7%, Gf done in only thirteen instances. cause of the lack of a uniform terminology, 
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and because the individuals responsible for 
the statements are in the best—and often 
the only—position to know exactly how an 
item should be classified. Items such as in- 
vestments for example, can be classified 
either under current assets, fixed assets, in- 
vestments, other assets, or miscellaneous 
assets, depending on the nature of the invest- 
ment and the purpose for which it was made. 

Basically, there are but two classes of 
assets, those necessary for the operation of 
the business, and those necessary to carry 
on the operations. The first group consists 
of the necessary land, buildings, machinery, 
furniture, fixtures, patents, etc., with which 
to conduct the business, usually referred to 
as fixed or capital assets. This implies that 
they are not for sale and are permanently 
associated with the business. Such implica- 
tion is true only in a relative sense, however, 
for, with the possible exception of land and 
goodwill, they are all used up ultimately in 
carrying on the business, and through de- 
preciation and other charges their costs are 
recovered through the revenue of the busi- 
ness. 

The other class, sometimes referred to as 
working capital, includes those assets which, 
as a result of the activity of the business, 
are converted, directly or indirectly, into 
cash. The conversion process commences 
with inventories purchased with cash, which 
may be transformed into accounts receiv- 
able, then notes receivable, and finally cash 
itself. Included also are temporary invest- 
ments, accrued items, and other assets. But 
the most important of these are usually the 
inventories. In a trading establishment they 
represent merchandise purchased in large 
quantities and, with the aid of the fixed 
assets, sold in smaller quantities. In the 
manufacturing concern, the raw materials 
are changed in form with the use of the 
production facilities represented by the 
fixed assets, resulting in three types of in- 
ventories, raw materials, goods in process, 
and finished goods. 

Recognition of this basic principle of 
classification is well illustrated in the Balance 
Sheet of Best and Co., which is reproduced 
herein. 
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This statement is unique among published 
balance sheets and some of its excellent 
features will be referred to later on. Several 
objections may, however, be raised to its 
classification. The fact, for instance, that in. 
vestments are “not readily marketable” 
does not make them a part of the fixed equip. 
ment of a business. They, however, may be 
properly so classified if they represent an 
interest in another company or subsidiary 
which is acquired for the purpose of obtain- 
ing, or controlling, a source of some raw 
material or finished product used by the 
company in question as well as for other pur- 
poses, the investment in securities being 
made in lieu of an investment in the neces- 
sary mine or plant and equipment, etc., to 
produce the product. In such a case the 
fact that they are not readily marketable 
is of no significance, because they represent 
a part of the fixed investment of the busi- 
ness. It is impossible to ascertain from this 
report to stockholders exactly what the 
nature of the item is. It is apparent, how- 
ever, that the investments are probably not 
current assets, because they seem to lack 
marketability, and it is equally apparent 
from the phraseology that they are probably 
not fixed assets. What is also apparent is that 
the classification is too simple for present- 
day complex business situations, and that 
some other classification, such as “Invest- 
ments”’ or “Other Assets,” should be intro- 
duced for this and similar items. 

While good will is not infrequently in- 
cluded under the “‘Fixed”’ classification, it is 
difficult to reconcile it, because of its intan- 
gible nature, with the conception of fixed 
assets with which the business is carried on. 
And many would take exception to apply- 
ing the term “Equipment’”’ to such items 
as receivables, prepayments, postage, etc. 

A similar basic classification exists for 
liabilities. One group represents those obli- 
gations which were incurred primarily to 
provide the necessary fixed assets with which 
to carry on the business, and are similarly 
referred to as “Fixed Liabilities.”” The other 
basic group, usually referred to as “Current 
Liabilities” represents those obligations of 
short duration incurred in the operation of 
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the business, to be liquidated out of current 
assets. 

As was pointed out, such simple classifica- 
tions of assets and liabilities are inadequate 
tomeet the complexities of modern business. 
Investments are made for a variety of pur- 
poses. Many companies have excessive 
plants and equipment, which should receive 
gecial recognition in the balance sheet. 
(ash and securities are often set aside as 
special funds. Certain expenditures repre- 
sent outlays incurred during the current 
period for future consumption. Loans are 
made to officers and employees. The com- 
pany’s own stock is often purchased and 
held for resale to officers and employees, and 
for other purposes. Among the liabilities 
there are reserves of various sorts which are 
neither current liabilities nor net-worth 
itms. The minority interest or equity is 
another item difficult to classify. Another is 
income received in advance for which the 
services will not be rendered until subse- 
quent periods. 

Of great importance in proper classifi- 
cation is terminology. In the use of some 
terms there is great uniformity, but in the 
use of others there seems to be such a lack 
of uniformity as to lead to much unnecessary 
confusion. The classification and terminology 
used in the 587 balance sheets analyzed will 
now be presented. 

Current Assets—It is to be expected that 
the classification of current assets (and its 
counterpart, current liabilities) is to be 
found more frequently than any other. No 
attempt, however, was made to segregate 
the current assets in 31 out of 587 state- 
ments, or 5.3%. In 28 other statements, or 
4.8%, the current assets were grouped and 
totalled, but without any sub-heading, and 
although the total in such cases was fre- 
quently accompanied by designation “‘Cur- 
rent Assets,”’ in other instances the distinc- 
tion was evident only because of the nature 
of the items. 

A title to indicate the current assets was 
used in 90% of the statements, 528 in num- 
ber. The designation used most frequently 
was the one to be expected, “Current As- 
sets,” which was found in 387 balance sheets, 
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or 73.3% of 528. A total of 102 statements, 
or 19.3%, showed the use of ““Current”’ only, 
signifying it to be a subdivision of “‘Assets,” 
which was shown at the head of the asset 
side of the balance sheet. The other titles 
used more than once, in order of frequency, 
with the number of times used in paren- 
theses, were: 

Cash and working assets: (21) 

Current and working assets: (3) 


Current assets, including inventories: (2) 
Current and miscellaneous assets: (2) 


Fixed Assets—The importance of segre- 
gating the fixed assets is well recognized, 
but there is little agreement as to the choice 
of a sub-heading. There is also considerable 
difference of opinion as to what should prop- 
erly be included under this caption. 

Fixed assets were set out as a separate 
group in 430 statements, 73.3% of the 
total, but it required a total of 104 different 
titles to accomplish it. The simple and all- 
expressive title of ‘Fixed Assets’”’ was found 
most frequently, in 110 statements, or 26.6% 
of the total of 430. Other titles used in three 
or more statements, in order of frequency, 
were: 

Permanent (Book Value): (53) 
Property Accounts: (31) 
Permanent: (29) 

Properties: (23) 

Capital assets: (9) 

Plant and equipment: (9) 

Property and plant: (8) 

Fixed (capital) assets: (7) 
Permanent assets: (4) 

Plant property: (4) 

Properties and equipment: (4) 
Properties, plant and equipment: (4) 
Fixed assets at book values: (3) 
Fixed assets (at cost): (3) 

Land, buildings and equipment: (3) 
Plant accounts: (3) 

Property—at cost: (3) 


Deferred Charges—As a separate and dis- 
tinct group, with a proper sub-title, de- 
ferred charges were found in 248 balance 
sheets, 42.3% of the total. In 294, or 50.1% 
of the statements, deferred charges and pre- 
paid expenses were shown as unclassified 
items. Although deferred charges in a great 
many cases were relatively small, there were 
only 20 statements, or 3.4%, which did not 


i 
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show some item usually associated with this 
classification. There were 25 others in which 
deferred items were shown under either cur- 
rent, fixed, or other assets. There is consider- 
able overlapping, which will be discussed in 
connection with the individual items. 

Asatitle forthe group, “Deferred Charges” 
found greatest favor, being used in 125 cases, 
or 50.4%. Next in order came the single 
word “Deferred,” used in 44 instances, or 
17.7%. Other titles occurring more than 
twice were: 


Deferred charges to future operations: (17) 
Deferred charges to operations: (15) 
Deferred debit items: (6) 

Deferred assets: (5) 

Prepaid expenses: (5) 

Deferred charges and prepaid expenses: (4) 
Prepaid: (4) 

Prepaid and deferred charges: (4) 

Deferred assets and expenses: (3) 


Summary of deferred charges on balance sheets: 
Shown as group with sub-heading: 
“Deferred charges”............... 
44 


Shown as unclassified items: 

Total number of items............ 

Less: Balance sheets where there 
were also items under one of sub- 
headings above................. 12 

Less: Cases where several items were 
shown separately on the same bal- 
31 43 


Number of balance sheets with sepa- 
rate items shown without use of 

Balance sheets with deferred items shown 
under the following sub-headings: 

Both current and fixed assets. ..... 2 


Balance sheets without any deferred 


294 


Total statements included in study. . 


Investments—Due to the purchase of in- 
terests in other companies, whether control- 
ling or not, and to large amounts of cash 
available at certain seasons and in certain 
periods of the business cycle, the invest- 
ments shown in the balance sheets are 
numerous. While many investments are 
properly included under current assets, a 
far greater number must be placed else- 
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where in the balance sheet because of their 

non-current nature. In 172 statements 

separate classifications were provided for ip. 

vestments. The title used in 83 instances was 

simply ‘Investments,’ which was 48.3% of 

the total sub-headings. Next in popularity 

came “Investments and advances’ in 19 

cases, 11.0%, and “Investments at cost” in 

12 cases, 7.0%. Others occurring more than 

once were: 

Permanent investments: (9) 

Other investments, etc.: (4) 

Investments in affiliated companies: (3) 

Investments and miscellaneous securities: (2) 

Investments (book values): (2) 

Investments in and advances to affiliated and other 
companies: (2) 

Investments in and advances to affiliated company: (2) 

Investments in securities: (2) 

Investments in subsidiaries (not consolidated): (2) 

Investment stocks, bonds and advances: (2) 

Miscellaneous investments and advances: (2) 

Miscellaneous investments, at cost: (2) 


Intangibles—Intangible assets are usually 
shown separately on the balance sheet, but 
five companies provided classifications for 
them under the following sub-headings: 
Goodwill, etc.: (1) 

Intangible assets: (1) 
Intangible values: (1) 
Intangible (book value): (1) 
Intangible capital assets: (1) 


Funds—Another class of items usually 
shown separately on the balance sheet but 
which is at times set up under a sub-heading, 
is that of funds of various kinds. In 15 state- 
ments such a classification was made, under 
the following titles: 

Sinking fund: (3) 

Sinking and reinvestment funds: (2) 
Accident insurances fund (see contra): (1) 
Bond sinking fund: (1) 

Depreciation fund: (1) 

Fire insurance fund: (1) 

General and reserve fund assets: (1) 
General insurance fund: (1) 

Reserve fund assets: (1) 

Reserve fund investment: (1) 

Sinking fund cash: (1) 

Workmen’s compensation insurance fund—see reserve 

contra: (1) 


Treasury Stock and Bonds—Separate sub- 
titles for treasury stock and bonds were pro 
vided in 18 statements only, as follows: 


Treas 

Treas 

Comp 
Corpo 

Own 
Reacc 

Treas 

Treas 

Treas 
M 
class 
place 

and 
to be 
whic 

gene 
head 

Othe 

Inves 
Other 
Other 
Speci 
Work 

Acco 
Acco’ 
ter 

Acco’ 

Coal 
Defer 

Dist 
Inve: 
Inve: 

Mini 
Non- 
Note: 

Othe: 

Othe: 
Othe: 
Stock 

Secu 

charges of any description:.......... 20 a 
587 

C 

wer 

cur 
mer 
clas 

all 
thei 

of t 
suci 
as 


of their 
ements 
| for in. 
CeS Was 
38% of 
yularity 
in 19 
cost” in 
re than 


nd other 
pany: (2) 


): (2) 


usually 

pet, but 
ons for 
ys: 


ee reserve 


ate sub- 
ere pro 
lows: 


| 


Balance-Sheet Form and Classification in Corporate Reports 


Treasury stock: (4) 

Treasury stock (at cost): (2) 

Company bonds and stocks—at cost: (1) 
Corporation’s own securities, at cost: (1) 
Qwn securities in treasury: (1) 

Reacquired securities: (1) 

Treasury investments (at cost): (1) 
Treasury stock and bonds, at cost: (1) 
Treasury stock purchased: (1) 


Miscellaneous Assets—Where complete 
classification of assets is desired, there are 
certain items which cannot readily be 
placed under the more general groupings, 
and a miscellaneous classification will have 
to be provided. It will be noted in the titles 
which follow that in many cases several 
general groups are combined under one 


heading: 


Other assets: (92) 

Investments and other assets: (4) 

Other: (4) 

Miscellaneous assets: (3) 

Other investments and deposits and other assets: (3) 

Special deposits: (2) 

Working assets: (2) 

Accounts and notes receivable, etc.—not current: (1) 

Accounts receivable excluded from current assets under 
terms of mortgage indenture: (1) 

Accounts receivable from employees: (1) 

Coal properties and equipment, less reserve for de- 
preciation and depletion amounting to... : (1) 

Deferred receivables: (1) 

Distributors and affiliated companies: (1) 

Investments and receivables, other than current: (1) 

Investments and sundry receivables: (1) 

Mining royalties: (1) 

Non-current investments and receivables: (1) 

Notes receivable maturing after... : (1) 

Other assets and deferred charges: (1) 

Other assets (book values): (1) 

Other receivables: (1) 

Stock subscriptions receivable, investments, etc.: (1) 

Sundry assets and investments: (1) 

Securities and receivables remaining from . . . division: 
(1) 

Working and trading assets at cost: (1) 


Current Liabilities—The current liabilities 
were not segregated, as frequently as the 
current assets period. There were 43 state- 
ments, or 7.3%, in which no attempt at 
classification was made. In a very few cases 
all of the liabilities were current, so far as 
their nature indicated, without stipulation 
of that fact. To designate them as current in 
such circumstances would remove any doubt 
as to their nature. 
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There were 13 statements showing a classi- 
fication of current assets without a corre- 
sponding classification of current liabilities, 
and one which classified the current liabili- 
ties but not the current assets. There was 
one company which showed no liabilities of 
any description. In 23 cases, or 3.9%, the 
current liabilities were classified without 
the use of a sub-title, compared with 28 
similar cases for current assets. 

As with current assets, the title most fre- 
quently used for a sub-heading was “Cur- 
rent Liabilities,” found in 412, or 79.2%, of 
the 520 statements with a classification of 
the current liabilities compared with the use 
of “‘Current Assets” in 73.3% of those cases. 
The word “Current” was used in 95 balance 
sheets, or 18.8% as compared with a similar 
use of the word for current assets in 19.1%. 
Other titles were: 


Current and accrued liabilities: (2) 

Current and miscellaneous liabilities: (2) 

Current liabilities and accruals: (2) 

Current liabilities (exclusive of amounts due to affili- 
ated): (1) 

Current liabilities: 
Include obligations of the company in the ordinary 

course of business: (1) 

Current liabilities (not including mortgages and bonds 
payable in... ): (1) 

Liabilities: (1) (used where the liabilities were all obvi- 
ously current) 

Operating debt: (1) 

Working liabilities: (1) 

Current liabilities and reserves: (1) 


Fixed Liabilities—Approximately 43.5% 
of the balance sheets showed no fixed or 
long-term liabilities of any description. 
About one-third of the total showed such 
items separately, and only 23.8% grouped 
them under sub-headings. In a few of these 
latter cases, the sub-heading was not a gen- 
eral one covering all fixed liabilities, but in- 
cluded only one type of obligations, as il- 
lustrated by the following from the balance 
sheet of the Philadelphia and Reading Coal 
and Iron Corporation: 

The Philadelphia and Reading Coal and Iron Company: 

Refunding Mortgage 5% Bonds, due 

$27 , 687 , 966.66 

Twenty-year Convertible 6% De- 

benture Bonds due 1949......... 


Reading Company and The Philadel- 
phia & Reading Coal and Iron Com- 


30, 800,000.00 


usually 
eet. but 
reading, 
5 state- 
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pany General Mortage 4% Bonds 


149,000.00 
First Mortgage Bonds of Subsidiary 
Coal Companies.................. 50,000.00 


58 , 686, 966 . 66 
Mortgages Payable—On Properties 


The Murray Corporation of America is 
one of several which uses two groupings, as 
follows: 


Purchase Money Obligations 
Land contracts, purchase contracts 
and mortgages requiring principal 
payments of $143,333.62 during 
the year 1932 
The Murray Corporation of Amer- 


J. W. Murray Manufacturing 
137 , 955.60 
566,951.70 

Funded Debt 

Ten-Year First Mortgage 64% Gold 

Bonds (Murray Body Corporation) 

Payable $125,000 semi-annu- 

ally on March 15th and 
September 15th.......... $ 2,500,000.00 


Where sub-headings were used, the one 
most frequently encountered was ‘Funded 
Debt,” used in 60 cases, or 43.2%. Others 
used more than twice were: 


Bonded debt: (6) 

Deferred liabilities: (6) 

Other liabilities: (6) 

Fixed liabilities: (5) 

Funded and long-term debt: (5) 
Long term indebtedness: (5) 
Bonded indebtedness: (4) 

Long term debt: (3) 

Mortgages: (3) 


Deferred Credits to Income—Although de- 
ferred credits to income are not infrequently 
found in published balance sheets, a separate 
grouping for such items is a rarity. There is 
some confusion in terminology, “deferred” 
at times being used to indicate merely non- 
current liabilities, as in the following from 
the statement of the Reynolds Metals Com- 
pany: 

Deferred 

Notes Payable—For properties ac- 

quired in past years—Maturing 


19,535 .67 


1,192,235. 
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In the Balance Sheet of the Truax-Trager 
Coal Company the term “Deferred Credit” 
carries the implication of a capital surplus 
item, though it is not included in the net 
worth: 
Deferred Credit 

Excess of value assigned to stock and 
bonds of Truax-Traer Lignite Coal 
Co. over book value of assets ex- 
changed therefore; less, excess of 
assigned value over amount re- 
ceived for $750,000 par value of 
bonds sold subject to repurchase 


option expiring April 1, 1934...... $ 104,791.14 


In other cases the term “deferred” is used 
to designate reserves. Immediately following 
the current liabilities in the balance sheet of 
the Mid-Continent Petroleum Corporation 
is found: 


Deferred Credit Items— 


Reserve for Contingencies, etc.......$ 648,494.73 


The Air Reduction Company in its 
Balance Sheet shows: 


Deferred 
Miscellaneous Reserves............ $ 107,474.44 
Reserves 
For Pension & Insurance Funds... . 421 , 864.43 
For Contingencies................ 4, 250,000.00 


In some cases the meaning is left in doubt. 
The Westinghouse Electric & Manufactur- 
ing Company shows in its statement the fol- 
lowing: 


Deferred Credits to Income: 


$ 493,200.84 


There is nothing to indicate whether it is a 
true liability or income deferred, except 
that it is preceded by: 


Other Liabilities: 
$ 1,000, 192.88 


This would seem to indicate that all miscel- 
laneous liabilities have been taken care of. 

Proper uses of the sub-title were found in 
22 statements only, and the terms used fol- 
low: 


Deferred credits: (9) 
Deferred income: (7) 
Deferred: (1) 

Deferred accounts: (1) 
Deferred credit to income: (1) 
Deferred liabilities and reserves: (1) 
Deferred revenues: (1) 

Reserves and deferred earnings: (1) 
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Reserves—A separate grouping for reserves 
was provided in 185 statements, under 15 
different titles. In 154 instances, or 83.2% of 
these statements, the single term “‘Reserves”’ 
was used. Others used were: 


Reserves for: (8) 

Contingent liabilities: (5) 

Reserves for contingencies: (3) 

Insurance reserves: (2) 

Miscellaneous reserves: (2) 

Other reserves: (2) 

Reserves and surplus: (2) 

Contingent liabilities of subsidiary corporations not 

wholly owned: (1) 

Deferred liabilities and reserves: (1) 
Operating reserves: (1) 

Operating reserves and deferred credits: (1) 
Reserves and deferred earnings: (1) 

Reserve for special purposes: (1) 

Sundry reserves: (1) 

Net Worth—The stockholders’ equity in 
the assets of a business is represented by the 
book value of the capital stock, the sur- 
pluses, and related items, or the balance re- 
maining after deducting the total equity of 
creditors from the total assets. In theory 
this is simple but in practice much more in- 
volved, chiefly because of the difficulties of 
listing properly such border-line items as 
contingency reserves and minority interests. 

In less than half of the statements, 282 out 
of 587, capital and surplus, with closely re- 
lated items, were set out under a separate 
title. The one most frequently used was 
“Capital Stock and Surplus,” which ap- 
peared in 100 cases, or 35.5% of the 282. 
Next in importance were the following: 
Capital: (65) 

Capital and surplus: (45) 

Net worth: (34) 

Nominal: (14) 

Capital Stock: (5) 

Capital Stock and deficit: (3) 

Capital stock and earned surplus: (3) 
Capital account: (2) 

Capital and deficit: (2) 

Shareholders’ equity: (2) 

Capital Liabilities: (1) 

Capital stock and deficit: (1) 

Capital stock, surplus and reserves: (1) 
Common stock and surplus: (1) 
Declared capital and surplus: (1) 
Liability to stockholders: (1) 
Shareholders’ accounts: (1) 


Other titles were sometimes used which 
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conveyed the conception of stockholders’ 
equity, but which fell short in some respect. 
In the balance sheet of the American Bank 
Note Company, e.g., “Capital Liabilities” 
was used to introduce the common and pre- 
ferred stock, but omitted all surplus and ap- 
propriated reserves. The same thing was 
true of the statement of the U. S. Smelting 
Refining and Mining Company. 

In Table IV there is presented an analysis 
of not-worth classifications, showing the dis- 
tribution of the titles as used by the various 
auditors, as well as the number of instances 
where the capital and surplus items are 
divided, ete. 

While it is dangerous to conclude, for ex- 
ample, that one firm of auditors distinctly 
favors the setting out of the capital and 
surplus as separate items, because they ap- 
peared that way in 48% of the balance 
sheets certified by that firm (“‘A’’), it is not 
entirely by chance that this occurred. 

A study of this table reveals a number of 
interesting things. It points to the fact that 
one auditing firm seems to favor the use of 
the single word “‘Capital”’ as a designation of 
the stockholders’ equity, since it appears in 
63% of the statements certified by this firm. 
In the case of another the preference is for 
“Net Worth,” which was used in 61% of 
the statements; in another, for “Capital 
Stock & Surplus,” in 53%; in another for 
“Nominal,” not because it was used in a 
majority of the statements certified by this 
firm, but because it appeared in no other 
statements. 

It is important also to note the omissions. 
Of the auditors listed, four did not certify a 
single statement using “Capital” as a sub- 
title; one had no statement included with 
“Capital and Surplus”; three did not use 
“Net Worth” at all; as mentioned before, 
all except one omitted ‘“Nominal’’; five 
omitted “‘Capital Stock”; three avoided en- 
tirely the practice of showing capital first 
and surplus last; and one showed no state- 
ment with net worth set off without a title. 
In this last connection it is significant to 
note that none of the uncertified statements 
showed net worth without a title, and none 
used “‘Nominal” or “‘Capital Stock.” 


\ 
| 
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SUMMARY AND CONCLUSIONS 


The results of the analysis, as relating to 
the formal set-up of the balance sheet, are 
summarized below: 

Form 

The account form for the presentation of 
the published balance sheet predominates, 
being used in 70.4%, as contrasted with the 
report form in 29.3%, of the stockholders’ 
reports.’ 

Title 

The title most frequently used was ‘‘Con- 
solidated Balance Sheet,” which was found 
in 65.3%, followed by “Balance Sheet” in 
17.9%, of the statements. 

Date 

The date of the balance sheet was given 
through the use of the date only, as ““De- 
cember 31, 1932,” in 70.5% of all the cases, 
through the use of the prefix “as at” in 
15.2%, and “‘as of” in 5.1%. 

Sub-Titles 

For the heading of the asset side of the 
statement, ““Assets” was used in 99.5% of 
all the cases; and of the liability side, “‘Lia- 
bilities” in 86.2%, followed by “‘Liabilities 
and Capital’’ in 9.4%. 

Sequence of classification 

The current-to-fixed sequence of classifi- 
cation was used in 82.8% of all cases, and 
the fixed-to-current in 12.6%. 

Surplus Analysis 

In 85.5% of all the statements the surplus 
analysis was incorporated in a supporting 
schedule to the balance sheet. 

Certification 

Out of a total of 587 reports, 538, or 
91.6%, were audited by 88 independent 
auditors, and all but five of such audited 
reports carried the auditor’s certificate. Of 
the 88 independent auditors one outstanding 
firm of auditors certified 115, or 21.8%; the 
next one in order certified 62, or 11.5%. 
Fiscal Year 

The calendar year was used as the fiscal 
year by 77.5% of the companies. 
Comparative Form 

Only 9.7% of the statements were pre- 
sented in comparative form. 


* Since only the major findings are summarized here, 
the percentages will not total 100%. 
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There is little choice between the account 
and report forms of balance sheet set-up, if 
proper classification and sequence are ob- 
served, both forms then yielding exactly the 
same information. The length of the balance 
sheet, however, is a factor in the decision 
as to form, for it seems to be the accepted 
principle that it should all appear on one 
page, or two opposite pages, so that one has 
the entire statement before him. In only one 
instance was it necessary to turn over a page 
in a perusal of the balance sheet, and this 
could easily have been avoided as the num- 
ber of items was not great. While the true 
report form, wherein the total of the liabili- 
ties is deducted from the total assets to give 
net worth, may be more easily understood 
by the layman, it does not seem to have 
much standing in the practice of large 
corporations so far as reports to stockholders 
are concerned. 

What is more important, so far as the 
framework of the balance sheet is concerned, 
is the proper title and dating of the state- 
ment, the classification of the items, and 
the sequence of the sub-sections.* The cur- 
rent-to-fixed sequence predominates and is 
better suited to most industrial company 
statements. Not only does it bring into 
sharp contrast the related items on both 
sides of the statement, but it avoids the 
“*. . rather serious objection to the ‘fixed to 
current’ arrangement . .. which . . . almost 
invariably necessitates the separation of the 
net worth elements.” 

Classification 

Current assets were classified under a sub- 
heading more frequently than any other 
group in the balance sheet,—94.7% of all 


the cases, followed in importance by cur- 
rent liabilities, 92.7%. The extents to which 


4 For excellent discussions as to the form and con- 
tent of the balance sheet, see: Kester, Roy B., Ad- 
vanced Accounting, Third Revised Edition, The Ronald 
Press Company, New York, 1933, pp. 1-62; Couch- 
man, Charles B., The Balance-Sheet, Its Preparation, 
Content and Interpretation, The Journal of Accountancy, 
Incorporated, New York, 1924; Straightoff, Frank 
Hatch, Advanced Accounting, Harper & Brothers, New 
York, 1932, pp. 1-30; Bliss, James H., Management 
Through Accounts, The Ronald Press Company, New 
York, 1924, pp. 92-114; and others. 

5 Kester, op. cit., p. 33. 
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the other items were classified appear below, 
the percentages being based on the total num- 
ber of statements (587): 


Fixed assets—73.3% 

Deferred charges—42.3% 
Investments—29.3% 

Other or miscellaneous assets—21.8% 
Intangibles—0.9% 

Funds—?2.6% 

Treasury stock and bonds—2.2% 
Fixed liabilities—23.8% 

Deferred credits or income—3.7% 
Reserves—31.5% 

Minority interest—2.9% 

Net worth—48.0% 


Classification Titles 

The terminology used most frequently to 
designate the various groups in the balance 
sheets, with percentages based on the total 
number of classified items in each case, is sum- 
marized below: 


Current assets: 

Current assets—73.3% 

Current—19.3% 
Fixed assets: 

Fixed assets—25.6% 

Permanent (book value)—12.38% 
Deferred charges: 

Deferred charges—50.4% 

Deferred—17.7% 
Investments: 

Investments—48.3% 

Investments and advances—11.0% 
Other assets: 

Other assets—71.9% 

Investments and other assets—3.1% 
Funds: 

Sinking fund—20.0% 

Sinking and reinvestment funds—13.3% 
Treasury stock and bonds: 

Treasury stock—30.8% 

Treasury stock (at cost)—15.4% 
Current liabilities: 

Current liabilities—79.2% 

Current—18.3% 
Fixed liabilities: 

Funded debt—43.2% 

Bonded debt—0.9% 

Deferred liabilities—0.9% 
Deferred credit or income: 

Deferred credits—40.9% 

Deferred income—31.8% 
Reserves: 

Reserves—83.2% 

Reserves for—4.3% 
Minority interests: 

Minority interests—29.0% 

Preferred stocks of subsidiary companies—11.8% 
Net worth: 
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Capital stock and surplus—35.5% 
Capital—23.0% 


In the interpretation of these percentages 
immediately above it must be kept in mind 
that each one is based on the number of 
statements using sub-titles for the respective 
classifications, and not on the total number 
of 587 statements. Thus, “Capital stock and 
surplus” was used in 35.5% of the state. 
ments in which net worth was classified 
under a heading. Where the percentages are 
high it can usually be concluded that rela- 
tively few captions were used, and where 
they are low, that a great variety was used. 

Despite the fact that complete classifica- 
tion seems highly desirable,® these results 
indicate that, with the exception of current 
items and fixed assets, less than 50% of the 
statements showed classification of other 
items. It is extremely significant, however, 
that current items were classified in more 
than 92% of the statements, which may be 
taken to indicate: (1) the large—almost 
exclusive—extent of the use of the balance 
sheet to show condition as to solvency or 
debt-paying ability; and (2) the desirability 
of real classification and the tendency in 
that direction. The poorer showing of other 
classes may be attributed to lack of agree- 
ment and understanding as to what cap- 


6 Hatfield, for example, states that: “The balance 
sheet is even more serviceable if, in addition to marshal- 
ing the items in some regular sequence, subdivisions are 
made with subtitles and subtotals.” (Hatfield, Henry 
Rand, Accounting, Its Principles and Problems, D. Ap- 
pleton and Company, New York, 1927, p. 12.) Kester 
also favors complete classification: ““While any state- 
ment, list, or schedule which shows assets, liabilities, 
and net worth may properly be called a balance sheet, 
only by a careful grouping and formulation of the items 
can their mutual interrelations and proper dependence 
be shown. Not only does the bringing of similar items 
into groups put them in proper perspective, but the ar- 
rangement of the groups to show their relations to one 
another makes for a more intelligent interpretation of 
the balance sheet.” (Kester, Roy B., op. cit., p. 31.) 
The balance sheet sponsored by the Federal Reserve 
Board (Verification of Financial Statements, U. S. 
Government Printing Office, Washington, 1929), and 
that required by the Federal Trade Commission and the 
Securities and Exchange Commission under the “Se- 
curities Act of 1933” (Form A-1), carry out this idea. 
The Accountants’ Handbook states that, “the useof sub- 
divisions and subtotals is desirable unless the state- 
ment be very condensed, as otherwise the burden of 
such analysis is put upon the reader.” (Accountants 
Handbook. Second Edition, The Ronald Press Com- 
pany, New York, 19382, p. 15.) 
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tions to use, what items to include under 
each classification, and usually the lesser 
significance of these classes. Under fixed as- 
sets, for example, should intangibles be in- 
cluded, or should another classification be 
provided for them? Should treasury stock be 
classified under current assets, investments, 
or net worth? What valuation bases should 
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be used for all of these items, and to what 
extent does current interest attach to such 
items in the day-to-day management of 
business affairs? Until substantial agreement 
is had on such points, there can be no uni- 
versal classification of items in a balance 
sheet. 


Cc. P. A. COMMERCIAL LAW EXAMINATIONS 


JoHN C. TEEVAN 


countant as an integral part of the 

business world needs no special em- 
phasis here. In numerous business transac- 
tions his services are as essential as those of 
the lawyer and other professional men. 
Official recognition of the place of the ac- 
countant is evidenced by the fact that every 
state, territory, and possession now has a 
C. P. A. statute. Not only this, but some 
knowledge of accounting is now universally 
regarded as being essential to all business- 
men. In many of our Schools of Business, 
particularly those in the larger cities, the 
accounting department is the largest both 
as to faculty and number of students. Busi- 
ness students specializing in other fields than 
accounting are invariably required to take 
a certain minimum of accounting courses. 
For a variety of reasons, the profession of 
accounting is, in my opinion, growing and 
expanding at a greater rate than any other. 

To find a place in his field and to achieve 
any degree of success therein, the account- 
ant finds it necessary to become a C. P. A. 
The usual qualifications for candidacy for 
the C. P. A. examination are that the ex- 
aminee be 21 years of age, have had a high 
school education or the equivalent thereof, 
and a certain number of years of practical 
experience in accounting. 

It will be noted that the C. P. A. candi- 
date, unlike candidates in all other profes- 
sional licensing examinations, is not required 
to have had any educational training in his 
subject. While practically every candidate 
has studied his subject in some school to 
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some degree or other, there are no require- 
ments as to the standing of the school, or 
number, character, or hours of courses. This 
undoubtedly accounts for the fact that a 
very large number of C. P. A. candidates 
fail to pass the examinations. The published 
results of the last six examinations in Illinois 
show the percentage of successful candidates 
as follows: 4.0, 7.0, 8.1, 7.5, 10, 8, and 10. 
In New York, during the period 1896 to 
1934, 24,958 examinations were taken. Of 
these, 20,080, or 83.2%, were rejected. The 
same general degree of mortality obtains in 
all the other states. 

It should be mentioned that the subjects 
in which the C. P. A. candidate is examined 
are: Theory of Accounting, Practical Ac- 
counting, Auditing, and Commercial Law. 
The law examination thus forms 25% of the 
total examination. I have been able to ob- 
tain the figures for only one state, Illinois, 
on the results of law examinations. During 
the past ten years, in 20 examinations, the 
average percentage of the candidates who 
passed the law examination in [Illinois is 
46%. In the last six C. P. A. examinations, 
the percentages of successful candidates in 
the law examination were 50, 57, 51, 28, 40, 
and 40%. It may be noted that Illinois uses 
the American Institute questions. Doubtless 
the results are much the same in other states. 

In view of these facts, several questions 
present themselves for our consideration. Is 
there anything that we, as teachers of busi- 
ness law, can do to reduce the number of 
failures among our students in the C. P. A. 
law examinations? Should we reconsider the 
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content of our business law courses? Should 
we have special law courses for students 
majoring in accounting? Should we point 
our courses, in part, at least, toward the 
C. P. A. law examinations? Should the scope 
of business law courses be fixed by the ac- 
countant or by the lawyer? 

Now, digressing for the moment, I think 
our association has been fairly conscientious 
and self-searching in the matter of methods 
of teaching business law and the content and 
objective of our courses. At out first meeting, 
held in 1925, a paper on ““The Plan of Teach- 
in Business Law in the Harvard School of 
Business Administration,” was read by Dr. 
Isaacs, of that school. At subsequent meet- 
ings of the association, papers along similar 
and related lines were given some of these 
which are as follows: Expansion of the 
Course in Business Law, by Professor Pike of 
Ohio State University; Methods of Presenta- 
tion of Law to Business Students, by Profes- 
sor Hurley, Illinois College of Law, De Paul 
University; The Teaching of Business Law, 
by Professor Sullivan, University of Penn- 
sylvania; The Place of Business Law in the 
Curricula of Schools of Business Administra- 
tion, by Dean Morrow, Drake University 
Law School; Correlation of Instruction in 
Business Law and Accounting, by Professor 
Hills, University of Iowa; The Teaching of 
Commercial Law in Schools of Commerce 
with Special Reference to Negotiable Instru- 
ments, by Professor Hulvey, University of 
Virginia; Objectives in Business Law Teach- 
ing, by Professor Carey, University of Penn- 
sylvania; The Study of Law and Business in 
Schools of Business Administration, by Pro- 
fessor de Sloovere, New York University; 
The Importance of Law in the Education of 
the Business Student, by Professor Stone, 
University of California School of Juris- 
prudence; Teaching of Commercial Law to 
Engineer Students, by Professor Jones, Uni- 
versity of Pittsburgh; The Objectives of 
Teaching Business Law, a Round Table Dis- 
cussion led by Professor Altmeier of Drexel 
Institute. 

In view of the broad scope of these papers, 
it would appear that, in broaching the some- 
what limited subject of C. P. A. law exam- 
inations, this paper is following Spencer’s 
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evolutionary procedure from the general to 
the particular. 

In considering the questions which have 
been raised, let us consider the scope of the 
C. P. A. law examinations, which, I may 
say, are becoming increasingly difficult, both 
as to the character of the questions and 
extent of subjects. The best indication of the 
scope and character of the law questions is 
to be found in the examinations prepared by 
the Board of Examiners of the American 
Institute of Accountants, whose questions 
are used in about 36 states. Up to about 
1928, the law questions covered in general 
the so-called standard subjects of negotiable 
instruments, contracts, partnerships, corpo- 
rations, bankruptcy, and federal taxes. 
Since that time, questions have been given 
on sales, bailments and carriers, trusts, wills, 
administration of estates, insolvency laws, 
conditional sales, agency, insurance, surety- 
ship and guaranty, personal property, real 
property, mortgages, equity, patents, trade- 
marks and copyrights, crimes, torts, and 
constitutional law. The state of New York 
uses its own questions, which cover even a 
wider range than the Institute questions. 
Candidates in New York have been asked to 
define or explain such matters as forgery in 
the third degree, bottomry, and respondentin 
bonds, the effect of marriage of a maiden 
aunt upon her guardianship of her niece, 
the status of a note arising out of a poker 
game. Evidently the candidates are pre- 
sumed to have at least judicial knowledge of 
the game of poker; the fact that some im 
nocent candidate might believe it to be some 
sort of a game played with pokers not being 
considered. 

About ten other states use the examina- 
tions prepared by the American Society of 
Certified Public Accountants. The law divi- 
sions of these examinations contains about 
thirty-six questions, from which the states 
using them choose the number and kind 
they desire. My only criticism of this 
society’s law examinations is that they con- 
tain too many text and definition questions. 
Apart from this, they are more limited as to 
subjects and topics than the others I have 
mentioned, and, while not too difficult, are 
by no means easy. 
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In addition to New York, other commer- 
dally important states which prepare their 
own examinations are Massachusetts, Penn- 
ylvania, and Ohio, whose papers I have not 
had time to examine. 

The above range of subjects in the Insti- 
tute and New York examinations is, I 
yenture to submit, too wide. The average 
college text or case book on Business Law 
could not cover, even cursorily, such an 
extensive field. Nor can we, as teachers of 
Business Law, hope to be able adequately to 
give instruction in so many subjects, even if 
we considered it desirable. Most of us find 
our allotted time too short to deal ade- 
quately with the orthodox or standard sub- 
jects, as it is. 

It should in fairness be stated that the 
Institute examinations include twelve ques- 
tions, five of which must be answered, to- 
gether with any five of the remaining seven. 
In New York, the candidate is given the 
choice of answering ten out of a total of 
fifteen questions. The states using the Certi- 
fed Public Accountants’ Society examina- 
tions doubtless, like the others, give several 
more questions than the number required 
to be answered. Even allowing for this, it 
remains, in my opinion, that these law ex- 
aminations on the whole cover a wider field 
than that for which the average student can 
reasonably be expected to be prepared. It 
may be pointed out that the section on Busi- 
ness Law in the 1932 edition of the Account- 
ant’s Handbook, edited by Professor Paton, 
Professor of Accounting, University of 
Michigan, covers only contracts, sales, bail- 
ments and carriers, negotiable instruments, 
agency, partnerships, corporations, and 
bankruptcy. On the other hand, a member of 
the New York State Board of Examiners 
recently suggested that the candidate for the 
C. P. A. certificate in New York should be 
acquainted with the following phases of 
Commercial Law: 

_l. The principles of common law and of 
New York and United States statutory law 
relating to: 

(a) The forms of organizations, both 
those engaged in private and public business. 
_(b) The relationships of such organiza- 
tions to other. 


(c) The classes of property and of rights 
in property. 

(d) Other matters relating to business 
transactions. 

2. United States and New York tax laws. 

3. The rules of statutory construction of 
tax laws and of the extent to which ad- 
ministrative regulations in such matters are 
controlling. 

4. The forms of procedure which are pre- 
scribed for the preparation of accounts for 
presentation to courts or other agencies 
created by law and the basic rules governing 
the submission of facts as proof of allega- 
tions. 

5. The legal responsibilities of those en- 
gaged in the practice of accounting. 

The next matter to be considered. is the 
form or style of the questions. Mostly they 
are case or problem questions, with a fair 
sprinkling of text or definition questions. 
During the past few years, some of the In- 
stitute questions have been simply more or 
less verbatim adaptations of reported cases, 
usually taken from the New York reports. In 
the November, 1932, examination, eight 
of the twelve questions were of this char- 
acter. Six were taken from New York cases, 
one from a Delaware case, and one from a 
United States Supreme Court case. This 
type of question is usually rather long, con- 
tains many statements of fact, and must be 
somewhat confusing to the average candi- 
date. In one of these cases, the intermediate 
appellate court reversed the decision of the 
lower court. The appellate court’s decision 
was reversed by a higher court by a three 
to two decision. It may be asked, What 
chance does a candidate have with a ques- 
tion like that? This “actual case” type of 
question is also frequently used in the New 
York examinations. I submit that this type 
of question is improper. It indicates that the 
examiner has had no experience, or insuffi- 
cient experience, in teaching Business Law. 
Reasonable and adequate questions can be 
framed only by those having had more or 
less extensive teaching experience. In my 
opinion, these law questions should be pre- 
pared only by those who have actually 
taught the subject. Considerable teaching 
experience is necessary to the preparation 
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of questions in proper form in any subject. 
Text questions and questions calling for 
definitions offer no special difficulty as far as 
form is concerned. Even here, however, we 
find an occasional lapse. One question, I re- 
member, read as follows: “What must a 
negotiable instrument not contain?’ Doubt- 
less the examiner intended to ask what pro- 
visions contained in an instrument prevented 
it from being negotiable. Then a text ques- 
tion may be somewhat out of balance with 
the others. An example of this is a question 
given in the Institute examination for May, 
1931. It consisted of five sub-questions on 
bankruptcy. My own answer to this ques- 
tion covered almost two printed pages. 
Lastly, a text question, like a case question, 
may be clearly beyond the range of the 
average business student. I have already 
given some examples from New York papers. 

As to the number of questions, usually ten, 
there can be no complaint. The same is true 
as to the time allowed, namely, three hours, 
which is ample and reasonable. 

Regarding the matter of special law 
courses for accounting students or of point- 
ing our courses toward the C. P. A. law 
examinations, I believe we shall all agree 
that either course is impracticable or un- 
sound educationally, or both. Certainly 
sound teaching should not have as its 
primary objective the mere preparation of 
students to pass state examinations. This 
clearly is not the objective of teachers in the 
law schools, nor is it our objective as teachers 
of law in schools of business. Conversely, 
the conscientious and intelligent accounting 
student feels that he is not taking Business 
Law courses merely to enable him to pass 
the C. P. A. law examination. Experience 
and simple logic both show that the practic- 
ing accountant must have a certain mini- 
mum of legal knowledge in order to function 
efficiently. As Professor Hill stated in his 
paper, previously mentioned, “Perhaps no 
subject in the business curriculum affords 
better opportunities for the application of 
legal principles than does the study [and, 
may I add, the practice] of accounting.” 
The intelligent and industrious accountant 
will accordingly acquire as much legal 
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knowledge as he reasonably can. On the 
other hand, to be sure, it is of primary im. 
portance to the student majoring in account. 
ing that he pass the C. P. A. examination, 
To this end, the accounting departments jp 
some schools of business give a special 
C. P. A. review course in auditing and ae. 
counting. In addition, in some schools, in. 
cluding Northwestern, a review course jn 
Business Law is given just prior to the 
C. P. A. examination. This I believe, is about 
as far as collegiate schools of business can 
go with regard to extracurricula training or 
preparation of students for C. P. A. ex. 
aminations. 

Next, the matter of preparing and grad- 
ing the C. P. A. law examinations is of some 
interest and concern to us as teachers of 
Business Law. Most of us are convinced 
that, apart from the irksomeness of it, the 
preparation of a law examination is no easy 
task. To prepare an examination that will 
contain a reasonably diversified number of 
subjects or topics, with each question rea- 
sonably clear as to the facts, and free from 
ambiguities, and also reasonable as to 
length, weight, and balance, is a task which 
can be properly accomplished only by one 
who has taught the subject. With many of 
us, the task of preparing examinations seems 
to become increasingly difficult the longer 
we teach. I am not informed as to how and 
by whom the Institute and other Society 
and State Board Law questions are prepared. 
From the general type of some of the papers, 
it would seem that they are prepared, in 
many cases at least, by lawyers without 
teaching experience and possibly in some 
cases, by law school professors. I am in- 
formed of one state where the law questions 
were prepared by young lawyers just out of 
law school, who were employed in the office 
of the lawyer member of the Board of 
Examiners. To us as teachers of Business 
Law this must seem improper. Unquestion- 
ably, these papers should be prepared only 
be teachers, past or present, of Business 
Law. The same applies to the grading of the 
answers. Actual contact with students, long 
familiarity with their classroom reactions, 
and experience in the continuous grading of 
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aamination papers are all essential to a 
just and reasonable grading of State exam- 
ination papers. 

Finally, we come to the question as to 
gho should be the arbiter of the accounting 
student’s or C. P. A. candidates’ knowledge 
of law or, more correctly, as to the extent of 
law courses he should take in schools of 
business. Here, as elsewhere, practical ex- 
perience is a valuable guide. The teacher 
and practitioner of accountancy must know 
by experience just what legal topics and 
training are of primary importance to the 
accountant. Many of us Business Law teach- 
ers here have had outside business and pro- 
fessional contacts, and likewise have similar 
empirical information. However, this sort of 
information, while valuable, is not sufficient. 
The professional accountant knows, for ex- 
ample, that a knowledge of the law of trusts, 
wills, and estates is of considerable help and 
value in the practice of accounting. The 
Business Law teacher, on the other hand, 
realizes that it is possible only to give his 
students a mere smattering of the law on 
these subjects. In the long run, it is the 
Business Law teacher, in friendly codpera- 
tion with accountants, who must set the 
limits and the content of the Business Law 
courses. 

To summarize, I repeat that, in my 
opinion, the average C. P. A. law examina- 
tion covers too wide a range of subjects, that 
the questions, particularly those taken 
bodily from the reported cases, are not al- 
ways phrased as happily as they might be, 
that occasionally questions are not as clearly 
stated as is desirable, and that the examina- 
tion papers should be prepared and graded 
either directly by, or at least under the 
supervision of, experienced teachers of Busi- 
ness Law in collegiate schools of business. 
In this connection, I hasten to say that any 
slight criticism of C. P. A. law examinations 
appearing in the paper is made in a friendly, 
codperative, and constructive spirit. It is 
by no means a secret confined to this Asso- 
ciation that the scope and objective of Busi- 
hess Law courses, is something on which the 
last word has definitely not been spoken. 


The same is true with regard to the profes- 
sional law school. As recently as May of 
this year, an article on Law School Examina- 
tions, by Dean Doubles of the University of 
Richmond Law School, appeared in the 
American Law School Review. At the last 
meeting of the Association of American Law 
Schools held last December, a symposium 
on Law School Objectives was conducted. 
Papers by bar examiners of various states 
are frequently given at meetings of the Law 
School Association and the American Bar 
Association. 

Elsewhere I have publicly expressed grati- 
fication at the demands by accounting so- 
cieties for higher educational requirements 
on the part of C. P. A. candidates. The prac- 
tice of accountancy has secured for itself a 
large and important place in the business 
and public affairs of this and other countries. 
As a profession, it is passing through a stage 
through which the legal profession passed 
some years ago. Already there are definite 
indications on the part of leaders in the pro- 
fession of efforts to place the requirements 
for its practice on the same plane as the 
other professions. After January 1, 1938, a 
candidate for the New York State C. P. A. 
examination must have majored in account- 
ing in, and be a graduate of, an approved 
school of business, in which incidentally, he 
must have had at least eight hours of Busi- 
ness Law. It is safe to say, I believe, that the 
members of this Association are in hearty 
sympathy with this general trend. I believe 
further that I am safe in saying that this 
Association is ready and willing to codper- 
ate in any way it can with the American 
Institute of Accountants, the Association of 
Certified Public Accountants, and similar 
organizations, as well as State Boards of 
Examiners. 

The two professions of law and account- 
ancy have much in common and have many 
points of contact. Teachers and practitioners 
of these professions can and do render mu- 
tual and valuable assistance to each other. 
A still closer affiliation of these professions 
and their members is a consummation de- 
voutly to be wished. 


THE SUPREME COURT ON PUBLIC-UTILITY 
DEPRECIATION 


Perry Mason 


of the Supreme Court of the United 

States on depreciation necessarily 
have had a marked influence upon the sub- 
sequent decisions of the state and Federal 
public utility commissions. They constitute 
an important factor in the formation of 
regulatory policies for the handling of de- 
preciation problems. 

In no case prior to the Knoxville Water 
Company case in 1909 has there been more 
than an incidental reference to depreciation, 
or a brief discussion which indicates an en- 
tirely inadequate knowledge of its nature 
and problems. Definite recognition was 
given of the necessity of a utility keeping its 
property in good service condition! but little 
or no appreciation was evidenced of the 
function of depreciation accounting meth- 
ods. 

United States v. Kansas Pacific Railway 
Co.2 A statement was made in this case that 
“Only such expenditures as are actually 
made can with any propriety be claimed as a 
deduction from earnings,” and the creation 
of an unspent reserve through periodic 
charges to operations was prohibited. 

Smyth v. Ames.’ This celebrated leading 
case on public utility valuation not only pre- 
sents a curiously confusing, inconsistent, and 
partly irrelevant set of factors which should 
be considered in arriving at the “fair value” 
upon which a “fair return” should be al- 
lowed, but it fails to mention the highly im- 
portant element of depreciation. It is not 


Ts OPINIONS expressed by the justices 


1 See Union Pacific Railroad Co. v. United States, 99 
U. S. 420 (1878); New York, Lake Erie & Western 
Railroad v. Nickals, 119 U. S. 296 (1886); Reagan v. 
Farmers’ Loan & Trust Co., 154 U. S. 362 (1894). 

299 U.S. 455 (1878). 

3 169 U. S. 466 (1898). Appeals from a decree of the 
Circuit Court of the United States for the District of 
Nebraska, perpetually enjoining the railroad com- 
panies from making a rate schedule reducing rates to 
those prescribed by the state act of Nebraska, approved 
April 12, 1893, or from conforming to the provisions of 
said act, and restraining the board of transportation of 
Nebraska from taking any action to enforce the act or 
penalize violations. 


likely that its use of the term “present 
value” coincides with the conception of re. 
production cost less depreciation. At least 
subsequent commentators have assumed 
that its “present value” referred to unde. 
preciated reproduction cost as compared 
with original cost. The classic formula pre- 
sented in this case is as follows: 


We hold, however, that the basis of all calcu. 
lations as to the reasonableness of rates to be 
charged by a corporation maintaining a public 
highway under legislative sanction must be the 
fair value of the property being used by it for the 
convenience of the public. And in order to ascer- 
tain that value, the original cost of construction, 
the amount expended in permanent improve. 
ments, the amount and market value of its bonds 
and stock, the present as compared with the 
original cost of construction, the probable eam. 
ing capacity of the property under particular 
rates prescribed by statute, and the sum required 
to meet operating expenses are all matters for 
consideration and are to be given such weight as 
may be just and right in each case. We do not 
say that there may not be other matters to be 
regarded in estimating the value of the property. 
What the company is entitled to ask is a fair re- 
turn upon the value of that which it employs 
for the public convenience. On the other hand, 
what the public is entitled to demand is that no 
more be exacted from it for the use of a public 
highway than the services rendered by it ar 
reasonably worth. 


San Diego Land & Town Co. v. National 
City.4 This case is cited most frequently in 
support of the proposition that the propet 
rate base is the value of the property at the 
time of the investigation. Depreciation is 
merely mentioned as one of the factors to be 
considered in ascertaining fair rates. 


The contention of the appellant in the presen! 
case is that in ascertaining what are just rate 


4174 U. S. 739 (1899). An appeal from a decree d 
the Circuit Court of the United States for the Southen 
District of California dismissing a suit brought by th 
San Diego Land & Town Co. against the City of Ne 
tional ay et al. to obtain a decree that the water rate 
fixed by the defendant city were void. 
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the court should take into consideration the cost 
of its plant; the cost per annum of operating the 
plant . . - 3 the annual depreciation of the plant 
from natural causes resulting from its use; and 
a fair profit to the company . . . Undoubtedly, 
all of these matters ought to be taken into con- 
sideration and such weight be given them, when 
rates are being fixed, as under all the circum- 
stances will be just to the company and to the 
public. The basis of calculation suggested by the 
appellant is, however, defective in not requiring 
the real value of the property and the fair value 
in themselves of the services rendered to be taken 
into consideration. What the company is entitled 
to demand, in order that it may have just com- 
pensation, is a fair return upon the reasonable 
value of the property at the time it is being used 
for the public. 


San Diego Land & Town Co. v. Jasper.’ 
This decision is primarily a restatement of 
the “fair value” doctrine of Smyth v. Ames, 
supra, as interpreted in San Diego Land & 
Town Co. v. National City, supra. Present 
value is given priority over original cost and 
the place of depreciation is left uncertain. 


The main object of attack is the valuation of 
the plant. It is no longer open to dispute that 
under the Constitution ‘‘what the company is 
entitled to demand, in order that it may have 
just compensation, is a fair return upon the 
reasonable value of the property at the time it 
is being used for the public.” San Diego Land & 
Town Co. v. National City, 174 U.S. 739, 757... 
That is decided, and is decided as against the 
contention that you are to take the actual cost 
of the plant, annual depreciation, etc., and to 
allow a fair profit on that footing over and above 
expenses .. . Yet the only evidence in favor of a 
higher value in the present case is the original 
cost of the work, seemingly inflated by improper 
charges to that account and by injudicious ex- 
penditures..., coupled with a recurrence to 
testimony as to the rapid depreciation of the 
pipes... 

An interesting feature of the case, in view 
of the radically different view which was to 
be expressed a few years later, is the refusal 
of the court to insist upon an allowance for 
periodic depreciation. 

*189 U. S. 489 (1903). An appeal from the Circuit 
Court of the United States for the Southern District 
of California to review a decree which dismissed a bill 


to have an ordinance of a board of supervisors fixing 
umigation rates void for unreasonableness. 
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We will say a word about the. . . contention 
of the appellant, that there should have been 
allowance for depreciation over and above the 
allowance for repairs. From a constitutional point 
of view we see no sufficient evidence that the 
allowance for six % on the value set by the super- 
visors, in addition to what was allowed for re- 
pairs was confiscatory. On the other hand, if the 
claim is made under the statute, although that 
would be no ground for bringing the case to this 
court, it has been decided by the supreme court 
of California that the statute warrants no such 
claim. Redlands, L. & C. Domestic Water Co. v. 
Redlands, 121 Cal. 312, 313, 53 Pac. 791... We 
do not sit as a general appellate board of revision 
for all rates and taxes in the United States... ® 


Stanislaus County v. San Joaquin & 
King’s River Canal & Irrigation Co.’ There 
is no discussion of depreciation in this case 
other than to mention it as one item to be | 
given consideration in the determination of 
the reasonable value on which a fair return 
is to be allowed. 

Knozville v. Knoxville Water Co.* This is 
the first case in which an extended discussion 
of depreciation appears. The lower court had 
allowed 2% for depreciation as a part of a 
total return of 8% on the undepreciated re- 
production cost. The comments in the Su- 
preme Court decision in regard to periodic 
depreciation must be taken as obiter dicta 
although they have been cited frequently in 
subsequent commission and court cases, but 
the failure of the lower court to deduct de- 
preciation in the valuation base was one of 
three errors which led to the reversal of the 
decision by the higher court. 

This case seems to establish the following 
policies and principles in regard to deprecia- 
tion: 

(a) That when reproduction cost is used 
as evidence of the proper rate base valuation, 


6 The Redlands case relied upon San Diego Water 
Co. v. City of San Diego, 118 Cal. 556, 50 Pac. 633 
(1897) which denied the right of the utility to set up 
depreciation in addition to charges for repairs. 

7192 U. S. 201 (1904). An appeal from the Circuit 
Court of the United States for the Northern District 
of California to review a decree setting aside an ordi- 
nance regulating water rates. 

8212 U. S. 1 (1909). An appeal from the Circuit 
Court of the United States for the Eastern District of 
Tennessee to review a decree enjoining the enforcement 
of a municipal ordinance fixing maximum water rates. 
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a deduction must be made for depreciation 
in order to arrive at a fair present value. 


The first fact essential to the conclusion of the 
court below is the valuation of the property 
devoted to the public uses, upon which the 
company is entitled to earn a return... This 
valtation was determined by the master by as- 
certaining what it would cost, at the date of 
the ordinance, to reproduce the existing plant 
as a new plant. The cost of reproduction is one 
way of ascertaining the present value of a plant 
like that of a water company, but that test would 
lead to obviously incorrect results if the cost of re- 
production is not diminished by the depreciation 
which has come from age and use... 


(b) That the depreciation which is to be 
deducted begins with the use of the property 
and is the result of age and use. 


The cost of reproduction is not always a fair 
measure of the present value of a plant which has 
been in use for many years. The items composing 
the plant depreciate in value from year to year 
in a varying degree. Some pieces of property, 
like real estate for instance, depreciate not at all, 
and sometimes, on the other hand, appreciate 
in value. But the reservoirs, the mains, the 
service pipes, structures upon real estate . . . and 
appliances of every kind begin to depreciate with 
more or less rapidity from the moment of their 
first use. It is not easy to fix at any given time the 
amount of depreciation of a plant whose com- 
ponent parts are of different ages, with different 
expectations of life. But it is clear that some 
substantial allowance for depreciation ought to 
have been made in this case... 

A water plant with all of its additions, begins 
to depreciate in value from the moment of its 
use . 


(c) That depreciation is a determinant 
rather than an allocation of net income. 


Before coming to the question of profit at all 
the company is entitled to earn a sufficient sum 
annually to provide not only for current repairs, 
but for making good the depreciation . . . 


(d) That it is both a right and a duty of 
the utility to provide for depreciation out of 
its earnings, and that the utility is not en- 
titled to any special dispensation because it 
failed to cover depreciation with its charges 
for service. It is probably fair to assume that 
the court had in mind cases where the utility 
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had sufficient freedom to permit it to at. 
tempt to cover all of its expenses of opera. 
tion, including depreciation, by its charges 
for service. Certainly an equitable adjust. 
ment of some sort would be in order if the 
utility had been prohibited from including 
periodic depreciation as an operating cost 
by a local commission. 


It is not only the right of the company to make 
such a provision, but it is its duty to its bond and 
stockholders, and, in the case of a public service 
corporation, at least, its plain duty to the public, 
If a different course were pursued the only method 
of providing for replacement of property which 
has ceased to be useful would be the investment 
of new capital and the issue of new bonds or 
stocks. This course would lead to a constantly in- 
creasing variance between present value and bond 
and stock capitalization,—a tendency which 
would inevitably lead to disaster either to the 
stockholders or to the public, or both. If, however, 
a company fails to perform this plain duty and to 
exact sufficient returns to keep the investment 
unimpaired, whether this is the result of unwar- 
ranted dividends upon over issue of securities, 
or of omission to exact proper prices for the out- 
put, the fault is its own. When, therefore, a 
public regulation of its prices comes under ques- 
tion, the true value of the property then em- 
ployed for the purpose of earning a return cannot 
be enhanced by a consideration of the errors in 
management which have been committed in the 
past. 


The purpose of making a periodic allow- 
ance for depreciation is also described, but 
the language used leaves one in considerable 
doubt as to the opinion of the court. It is 
said in the same breath that depreciation 
provides for the replacement of worn-out 
assets and also keeps the original investment 
intact, two quite different things in periods 
of changing price levels. At the time this 
case was under consideration, the great dis- 
crepancies between reproduction cost and 
original investment which characterize later 
periods were not present and the court prob- 
ably considered the two values as practically 
synonymous. The case contributes little, 
then, to the solution of this problem. 


The company is not bound to see its property 
gradually waste, without making provision out 
of earnings for its replacement. It is entitled to 
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ye that from earnings the value of the property 
invested is kept unimpaired, so that, at the end 
ofany given number of years, the original invest- 
ment remains as it was at the beginning. 


The discussion in this case is by no means 
acomplete presentation of the depreciation 
problems which face regulatory bodies, but 
it did make an important contribution 
toward the evolution of commission and 
court practices and policies. It forced the 
consideration of depreciation in all subse- 
quent investigations both as a periodic 
charge to operations and as a deductible 
item in arriving at the rate base. 

Willcox v. Consolidated Gas Co.* This de- 
cision was handed down by the court on the 
same day as Knozville v. Knoxville Water 
Company but it contains little or no direct 
reference to depreciation. It is frequently 
cited, however, in support of the depreciated 
rate base doctrine. 


There must be a fair return upon the reason- 
able value of the property at the time it is being 
used for the public... 

In order to determine the rate of return upon 
the reasonable value of the property at the time 
it is being used for the public it, of course, be- 
comes necessary to ascertain what that value 
ae 

The value of real estate and plant is, to a con- 
siderable extent, matter of opinion; and the same 
may be said of personal estate when not based 
upon the actual cost of material and construction. 
Deterioration of the value of the plant, mains, 
and pipes is also, to some extent, based upon 
opinion... . 


Railroad Commission v. Cumberland Tele- 
phone & Telegraph Co.'° The discussion of de- 
preciation in this case is difficult to interpret. 
It centers around the proposition that a 
utility is not entitled to a return both on its 
original investment and on funds retained 
as a result of the depreciation accounting. 
This could be used to support the policy of 

*212 U.S. 19 (1909). Appeals from the Circuit Court 
of the United States for the Southern District of New 

ork to review a decree enjoining the enforcement of 
legislative regulation of gas rates. 

"212 U. S. 414 (1909). Appeal from the Circuit 
Court of the United States for the Eastern District of 


uisiana to review a decree enjoining the enforce- 
ment of telephone rates established by the state com- 
mission. 
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segregating funds equal to the depreciation 
charged off which would not be included in 
an undepreciated rate base; or it would help 
to justify the deduction of an accumulated 
depreciation reserve from the total property 
values, regardless of the source of the funds 
used to acquire the property, which would 
accomplish the same net result. It is not 
made clear just how depreciation could be 
charged and set up on the books and result 
in an increase in the capital investment on 
which dividends might be paid. 

Depreciation is evidently considered as a 
provision for future replacement costs, and 
the propriety of a reserve for depreciation, 
i.e., charging more to operations than is 
spent during a period for replacements, is 
recognized. 


It was obligatory upon the complainant to show 
that no part of the money raised to pay for de- 
preciation was added to capital, upon which a 
return was to be made to stockholders in the way 
of dividends for the future . . . It certainly was 
not proper for the complainant to take the 
money, or any portion of it, which it received as a 
result of the rates under which it was operating, 
and so to use it, or any part of it, as to permit the 
company to add to its capital account, upon 
which it was paying dividends to shareholders. 
If that were allowable, it would be collecting 
money to pay for depreciation of the property, 
and, having collected it, to use it in another way, 
upon which the complainant would obtain a re- 
turn and distribute it to its stockholders. That it 
was right to raise more money to pay for deprecia- 
tion than was actually disbursed for the particu- 
lar year there can be no doubt, for a reserve is 
necessary in any business of this kind, and so it 
might accumulate; but to raise more than money 
enough for the purpose, and place the balance to 
the credit of capital upon which to pay dividends, 
cannot be proper treatment . . . The evidence is 
insufficient to show clearly that which complain- 
ant is under obligation to show ... 


The lower court put the burden on the 
commission of showing how the funds repre- 
sented by the depreciation reserve were in- 
vested. The Supreme Court reversed the 
decision of the circuit court and remanded 
the case for a new trial on the ground that 
the evidence as to the treatment of de- 
preciation funds was insufficient. 
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Lincoln Gas & Electric Light Co. »v. 
Lincoln.“ The Supreme Court sent this case 
back to the lower court for reference to a 
master, and, in stating its reasons for this 
treatment, it made a contribution to the 
interpretation of the nature of depreciation 
and its calculation. It pointed out that the 
amount to be allowed for depreciation must 
be based upon the past experience of the 
utility and its maintenance and replacement 
policies, as well as upon the inherent charac- 
ter and probable life of the asset. Deprecia- 
tion was again considered as a deduction 
from gross rather than from net income 
which must be considered before arriving at 
the “fair return” on the value of the prop- 
erty. 

There is some looseness of language which 
is characteristic of many court decisions 
when an effort is made to deal with a tech- 
nical subject. The depreciation reserve is 
spoken of as a “replacement fund.” The de- 
preciation charge is said to “preserve the 
property from future depreciation.” 


In this, as in every other legislative rate case, 
there are presented three questions of prime im- 
portance: First, the present reasonable value of 
the company’s plant engaged in the regulated 
business; what will be the probable effect of the 
reduced rate upon the future net income from 
the property engaged in serving the public; and, 
third, in ascertaining the probable net income 
under the reduced rates prescribed, what deduc- 
tion, if any, should be made from the gross re- 
ceipts as a fund to preserve the property from 
future depreciation .. . 

The facts found are not full enough to at all 
justify this court in dealing with this problem of a 
replacement fund. 

There should be a full report upon past depre- 
ciation, past expense for reconstruction or re- 
placement, and past operating expenses, includ- 
ing current repairs. We should be advised as to 
the gross receipts for recent years, and just how 
these receipts have been expended. Then the 
amount to be set aside for future depreciation 
will depend upon the character and probable life 
of the property and the method adopted in the 


11 923 U. S. 349 (1912). An appeal from the Circuit 
Court of the United States for the District of Nebraska 
to review a decree dismissing the bill of a lighting com- 
pany, which assails as confiscatory the rates for gas 
fixed by municipal ordinance. 
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past to preserve the property. It can be readily 
seen that the amount to be annually set aside 
may be such as to forbid rate reductions because 
of the requirement of such a fund. 


Cedar Rapids Gas Light Co. v. Cedar Rap- 
ids.2 The Iowa Supreme Court allowed five 
cents per 1000 cubic feet of gas mamu- 
factured for depreciation, quoted from Knoz- 
ville v. Knoxville Water Co., supra, as to the 
general principles of depreciation allow- 
ances, and made the following comments of 
its own on the subject :* 


There can be no doubt as to the justice of some 
allowance for depreciation. A public service cor- 
poration is under no obligation to sacrifice its 
property for the public good. Nor is it bound to 
see its property gradually waste by wear and 
decay without making provision for its replace- 
ment. It is entitled to earn enough not only to 
meet the expenses of current repairs, but also 
to provide means for replacing the parts of the 
plant when these can no longer be used .. . 

There is a wide divergence of opinion as to the 
amount that should be set aside for deprecia- 
tion... 


There is no discussion of depreciation in 
the opinion rendered by the higher court ex- 
cept the comment: “We perhaps should 
have adopted arule as to depreciation some- 
what more favorable to the plaintiff. ...” 

It might be said that this case lends some 
support to the conception of the depreciation 
allowance as a provision for physical replace- 
ment of property when it wears out. 

Simpson v. Shepard (The Minnesota Ratt 
Cases).4 The court quoted with approval a 
statement of the master which broadened 
the concept of the causes of depreciation so 
as to include inadequacy and obsolescence, 
as well as wear and tear. 


12 993 U. S. 655 (1912). In error to the Supremé 
Court of the State of Iowa to review a decree which 
modifying a decree of the District Court of Lim 
County, in that state, dismissed a bill to restrain the 
enforcement of an ordinance fixing 90 cents per tho 
sand cubic feet as a maximum charge for gas, without 
prejudice toa later suit after the ordinance should have 
been given a fair test. 

13 Cedar Rapids Gas Light Co. v. City of Cedar 
Rapids, 144 Iowa 426; 120 N. W. 966. ; 

4 230 U. S. 352 (1913). Appeals from the Circuit 
Court of the United States for the District of Minne 
sota to review decrees enjoining the enforcement d 
intrastate rates of interstate carriers as fixed by the state, 
and their adoption or maintenance by the carriers. 
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Asthe master said, ““everything on and above the 
roadbed depreciates from wear and weather 
stress. The life of a tie is from eight to ten years 
only. Structures become antiquated, inadequate, 
and more or less dilapidated. Ballast requires 
renewal, tools and machines wear out, cars, 
locomotives, and equipment, as time goes on, 
are worn out or discarded for newer types.” 


The court objected to the cancellation of 
appreciation against depreciation and in- 
sisted that when cost of reproduction new 
was used as evidence of the rate base, the 
existing depreciation should be shown and 
deducted. The term “‘existing depreciation” 
was not defined. 


But it was found that this depreciation was 
more than offset by appreciation . . . It was said 
that “‘a large part of the depreciation is taken care 
of by constant repairs, renewals, additions, and 
replacements, a sufficient sum being annually 
set aside and devoted to this purpose, so that this, 
with the application of roadbed and adaptation 
to the needs of the country and of the public 
served, together with working capital .. . fully 
offsets all depreciation and renders the physical 
properties of the road not less valuable than their 
cost of reproduction new.”’ And in a further state- 
ment upon the point, the “knowledge derived 
from experience” and “‘readiness to serve” were 
mentioned as additional offsets. 

We cannot approve this disposition of the mat- 
ter of depreciation. It appears that the master 
allowed, in the cost of reproduction, the sum of 
$1,613,612 for adaptation and solidification of 
roadbed, this being included in the item of grad- 
ing, and being the estimate of the engineer of the 
state commission of the proper amount to be 
allowed. It is also to be noted that the deprecia- 
tion in question is not that which has been over- 
come by repairs and replacements, but is the 
actual existing depreciation in the plant as com- 
pared with the new one. It would seem to be 
inevitable that in many parts of the plant there 
should be such depreciation, as, for example, in 
old structures and equipment remaining on hand. 
And when an estimate of value is made on the 
basis of reproduction new, the extent of existing 
depreciation should be shown and deducted... 
If there are items entering into the estimate of 
cost which should be credited with appreciation, 
this also should appear, so that instead of a broad 
comparison there should be specific findings show- 
ing the items which enter into the account of 
physical valuation on both sides. 
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The court also objected to the recognition 
of “knowledge derived from experience”’ as 
an offset to depreciation. 


It must be remembered that we are concerned 
with a charge of confiscation of property by the 
denial of a fair return for its use; and to determine 
the truth of the charge there is sought to be 
ascertained the present value of the property. 
The realization of the benefits of property must 
always depend in a large degree on the ability and 
sagacity of those who employ it; but the appraise- 
ment is of an instrument of public service, as 
property, not of the skill of the users. And when 
particular physical items are estimated as worth 
so much new, if in fact they be depreciated, this 
amount should be found and allowed for... . If 
this is not done, the physical valuation is mani- 
festly incomplete. And it must be regarded as 
incomplete in this case. 


Kansas City Southern Railway Co. ». 
United States.“ The court again affirms the 
inevitability of depreciation and the neces- 
sity of accounting for it. It approves the 
regulations of the Interstate Commerce 
Commission in regard to the treatment of 
abandoned property—either a profit and 
loss charge or a deduction from an accumu- 
lated reserve for depreciation. Obsolescence 
is clearly recognized as a cause of deprecia- 
tion. 


The contention of the appellant that property, 
originally acquired because necessary in the con- 
struction of the railroad, and afterwards aban- 
doned only because rendered unnecessary by the 
improvement and development of the property, 
should remain in the property account as a part 
of the stockholders’ investment, will be found, 
upon analysis, to rest upon the unwarrantable 
assumption that all capital expenditures result 
in permanent accretion to the property of the 
company. This in effect ignores depreciation,—an 
inevitable fact which no system of accounts can 
properly ignore. A more complete depreciation 
than that which is represented by a part of the 
original plant that through destruction or ob- 
solescence has actually perished as useful prop- 
erty, it would be difficult to imagine. . . . 


16 281 U.S. 428 (1913). Appeal from the United 
States Commerce Court to review a decree dismissin, 
the petition in an action to enjoin the enforcement 
certain regulations of the Interstate Commerce Com- 
mission relative to the uniform accounting and book- 
keeping system prescribed for interstate railway car- 
riers. 
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Des Moines Gas Co. v. Des Moines.* The 
master used cost of reproduction less de- 
preciation as the valuation base and the 
lower court objected to using this basis to 
the exclusion of other factors. The higher 
court affirmed the decision of the lower 
court but made no significant comments on 
the subject of depreciation. 

Van Dyke v. Geary.” There is no discussion 
of depreciation in this case. The court merely 
refused to interfere with the action of the 
commission where an annual allowance for 
depreciation was allowed as a deduction in 
arriving at the net return. 


The Commission decided that the net return 
to the owner upon the value of the property 
employed should be at the rate of at least 10 per 
cent after allowing an annual depreciation charge 
of 3} per cent. Water rates prescribed on this 
basis obviously cannot be held confiscatory unless 
either the valuation placed upon the property 
used was grossly inadequate or the cost of opera- 
tion greatly underestimated. These elements are 
largely matters of fact and opinion, as to which 
both the Commission and the district court, after 
careful examination, found against the appel- 
lants. The case is presented to us on contradic- 
tory affidavits dealing with the items of value 
which go to make up the water system. We cannot 
say “that it was impossible for a fair minded 
board to come to the result which was reached.” 


Denver v. Denver Union Water Co.'* De- 
preciation, as such, was not a major point of 
contention in this case, since the city spent 
most of its time in an attempt to justify 
junk value as a rate base on the ground that 
it could force abandonment of the service 


16 938 U.S. 153 (1915); P.U.R. 1915D, 577. Appeal 
from the District Court of the United States for the 
Southern District of Iowa to review a decree dismissing 
a bill which seeks to enjoin the enforcement of a munic- 
ipal ordinance fixing gas rates as confiscatory. 

17 244 U.S. 39 (1917); P.U.R. 1917F, 852 (annota- 
tion). Appeal from the District Court of the United 
States for the District of Arizona to review an order 
which while enjoining the enforcement of the fines and 
penalties prescribed by a state statute for failure to 
obey an order of the Corporation Commission regulat- 
ing water rates, refused to interfere with the enforcement 
of such order. 

18 246 U.S. 178 (1918); P.U.R. 1918C, 640. Cross 
appeals from the District Court of the United States 
for the District of Colorado to review a decree made in a 
suit of equity brought by a water company to restrain 
enforcement of a rate ordinance. 


The Accounting Review 


at any time. The court, however, made a 
few observations which conform to pr- 
viously expressed opinions as to the nature 
and causes of depreciation as an operating 
cost, and which lend support to the use of 
depreciated reproduction cost as a valuation 
rate base. 


The cost of the service includes the use of the 
plant, but, ordinarily, not its destruction, except 
through the slow processes of wear and tear and 
obsolescence, for which graduated depreciation 
allowances are made... . 

What we have said establishes the propriety of 
estimating complainant’s property on the basis 
of present market values as to land, and repro- 
duction cost, less depreciation, as to structures. 


Galveston Electric Co. v. Galveston.® The 
court reaffirmed the doctrine established in 
Knoxville v. Knoxville Water Co., supra, that 
it is the duty of the utility to provide for 
depreciation out of its earnings, and that it 
cannot expect adjustments in future rates 
to compensate for its failure to make ade- 
quate depreciation charges. 


A company which has failed to secure from year 
to year sufficient earnings to keep the investment 
unimpaired and to pay a fair return, whether its 
failure was the result of imprudence in engaging 
in the enterprise, or of errors in management, or 
of omission to exact proper prices for its output, 
cannot erect out of past deficits a legal basis for 
holding confiscatory for the future rates which 
would, on the basis of present reproduction value, 
otherwise be compensatory. 


The court approved the allowances made 
by the lower court for maintenance and de- 
preciation, as well as the deduction of de- 
preciation from cost of reproduction in set- 
ting the rate base. An attempt was made to 
get at a new “plateau’”’ of prices, rather than 
using “‘spot”’ prices in the valuation. 

The depreciation reserve was described as 
“a fund out of which annual replacements 
and renewals could be made.” 

Georgia Railway & Power Co. v. Railroad 


19 258 U.S. 388 (1922); P.U.R. 1922D, 159. Appeal 
from a decree of the District Court for the Southern 
District of Texas dismissing a bill to enjoin the enforce- 
ment of a street railway ordinance alleged to be con- 
fiscatory. 
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Commission.2° Depreciation is not an im- 
portant issue in this case. T he use of de- 
preciated reproduction cost in setting the 
rate base valuation is again approved, but 
not to the exclusion of other factors. 


The refusal of the commission and of the lower 
court to hold that, for rate-making purposes, the 
physical properties of a utility must be valued at 
the replacement cost, less depreciation, was 
clearly correct. 


The observation is also made that the 
rate of depreciation is a question of fact and 
therefore comes under the immediate juris- 
diction of the commissions. 


The companies say the rate should be 24 per 
cent. The commission and the court allowed only 
2per cent. This question is one of fact, and we are 
not convinced that it was wrongly decided below. 


The case is especially interesting in that 
the majority opinion is written by Justice 
Brandeis who had filed a vigorous dissent- 
ing opinion in the Southwestern Bell Tele- 
phone Company case, 262 U. S. 276, which 
involved similar issues. In that dissenting 
opinion he objected to the doctrine that 
present prices should be given great weight 
in ascertaining reproduction cost and pre- 
sented a forceful defense of prudent invest- 
ment as the most appropriate rate base. 
Now, in the Georgia Railway case, he is 
able to agree with the majority opinion since 
the commission gave consideration to factors 
other than reproduction cost in arriving at 
its valuation. Incidentally, Justice McKenna 
filed a dissenting opinion in this case in 
which he insisted that the rate base must 
be the value at the time of the investigation, 
and that this decision was inconsistent with 
that of the Southwestern Bell Telephone 
Company case. 

Bluefield Water Works & Improvement Co. 
v. West Virginia Public Service Commission.* 
This case also approves the use of depre- 


962 1. S. 625 (1923); P.U.R. 1923D, 1. Appeal 
from the District Court for the Northern District of 
Georgia, denying an injunction to restrain the enforce- 
ment of a rate order. 

1 262 U. S. 679 (1923); P.U.R. 1923D, 11. Writ of 
error to review a judgment of the supreme court of 
appeals of West Virginia sustaining a commission order 
fixing water rates. 
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ciated reproduction cost at present prices as 
one of the significant factors in rate base 
valuation. The court accepted without com- 
ment the 2%. annual depreciation allowed 
by the commission. 


The record clearly shows that the commis- 
sion ... did not accord proper, if any, weight 
to the greatly enhanced costs of construction in 
1920 over those prevailing about 1915 and before 
the war. . . . This was erroneous. 


Pacific Gas & Electric Co. v. San Fran- 
cisco. This case has frequently been cited 
in support of the preferential use of ap- 
praisal data derived from examination of 
the physical property in arriving at the ac- 
crued deductible depreciation, instead of 
using an age-life calculation alone. The 
master in the case had applied a “modified 
sinking fund method” in order to calculate 
the accrued depreciation. 


Appellant objects to the application of this 
method, and insists that depreciation should 
have been ascertained upon full consideration of 
the definite testimony given by competent ex- 
perts who examined the structural units, spoke 
concerning observed conditions, and made esti- 
mates therefrom. As these examinations were 
made subsequent to the alleged depreciation, for 
the definite purpose of ascertaining existing facts, 
we think the criticism is not without merit. Facts 
shown by reliable evidence were preferable to 
averages based upon assumed probabilities. When 
a plant has been conducted with unusual skill 
the owner may justly claim the consequent bene- 
fits. The problem was to ascertain the probable 
result of the specified rate if applied under well- 
known past conditions; not to forecast the prob- 
able outcome of a proposed rate under unknown 
future conditions. 


There is nothing in the opinion which would 
seem to preclude the common practices of 
using inspection to check the assumptions 
of the age-life methods, and of using “as- 
sumed probabilities” when inspection is im- 
possible or impracticable. 

The main point at issue in the case was the 
inclusion of an allowance for obsolescence in 


2 265 U.S. 403 (1924); P.U.R. 1924D, 817. Appeal 
from a decree of the District Court for the Northern 
District of California dismissing bills filed to enjoin 
the enforcement of an alleged confiscatory gas rate. 
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the deductible accrued depreciation. The 
company maintained that the deduction 
should be limited to depreciation arising 
from physical causes, and that no deduction 
should have been made for accrued depre- 
ciation which represented a loss of value in 
property to be abandoned in the near future. 
The court agreed that more specific infor- 
mation should be available as to the amount 
and treatment of loss from obsolescence and 
reversed the lower court, remanding the case 
to it for further consideration. The majority 
opinion implies a willingness to consider 
further whether the obsolescence was suffi- 
ciently predictable to have been included 
legitimately in the estimated accrued de- 
preciation. 


Counsel do not insist that the estimated ac- 
crued depreciation is “grossly excessive,” if con- 
fined to the result of physical causes. But they do 
maintain that the master should have ascer- 
tained and stated what depreciation was due to 
such cases, and how much followed obsolescence 
resulting from the introduction of certain pat- 
ented inventions; and we think such a finding 
should have been made unless some undisclosed 
reason prevented. The claim is that, in order to 
lower cost of production, it became necessary to 
abandon certain valuable property under condi- 
tions not reasonably susceptible of anticipation. 
The material and relevant facts ought to be dis- 
closed. 


There is a reasonable inference in the dis- 
cussion that if the obsolescence had been 
predictable it should have been covered in 
the accounting for depreciation, and a de- 
duction to cover that element in the loss of 
value would have been appropriate. 

A dissenting opinion was filed by Justices 
Brandeis and Holmes. They felt that the 
obsolescence was sufficiently predictable to 
have been included in the accrued depre- 
ciation. 


The company’s objection is not to the particular 
method selected, but that, in applying it, the 
master included as depreciation what is called 
theoretical inadequacy and obsolescence. Wheth- 
er he did is a question of fact. The city denies 
that the reduction in value, made by the master 
on account of accrued depreciation, includes any 
sum representing expected loss through future 
abandonment of the stations. It is clear that, if 


any deduction was made on account of probable 
abandonment of the stations, the obsolescence 
thus provided for was not theoretical. The new 
process had been introduced two years before the 
date as of which the valuation was made. On the 
facts then known, it was expected that the sta. 
tions would have to be abandoned in the near 
future. Because it was to be expected (and was 
not theoretical), the company contended that, to 
offset it, more of the year’s savings should have 
been charged against the income of that year. | 
cannot say that the master and the court erred in 
their findings of fact as to the amount of accrued 
depreciation. 


The dissenting opinion also reaffirmed the 
doctrine of Knoxville v. Knoxville Water Co., 
supra, that it is the duty of a utility to pro- 
vide adequately for depreciation, and pre- 
sented an interesting philosophy of depre- 
ciation accounting as analogous to mutual 
insurance when associated with the use of 
prudent investment as the rate base. 


It was settled by Knoxville v. Knoxville 
Water Co. ... that every public utility must at 
its peril, provide an adequate amount to cover 
depreciation. A depreciation charge resembles 
a life insurance premium. The depreciation re- 
serve, to which it is credited, supplies insurance 
for the plant against its inevitable decadence, as 
the life insurance reserve supplies the fund to 
meet the agreed value of the lost human life. 
To determine what the amount of the annual life 
insurance premium should he is a much simpler 
task than to determine the proper depreciation 
charge. ... 

Legal science can solve the problem of the just 
depreciation charge for public utilities in a similar 
manner [to that of mutual insurance]. Under the 
rule which fixes the rate base at the amount pru- 
dently invested, the inevitable errors incident to 
fixing the year’s depreciation charge do not result 
in injustice either to the utility or to the com- 
munity. If, when plant must be replaced, the 
amount set aside for depreciation proves to have 
been inadequate, and investment of new capital 
is required, the utility is permitted to earn the 
annual cost of the new capital. If, on the other 
hand, the amount set aside for depreciation 
proves to have been excessive, the income from 
the surplus reserve operates as a credit to reduce 
the current capital charge which the rates must 
earn. If a new device is adopted which involves 
additional investment (to buy a new plant or 
patent right), the company’s investment, on 
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which the return must be paid, is increased by 
that amount. If the new device does not involve 
new investment, but the innovation involves in- 
creased current payments (like royalties for use 
of a process), the additional disbursement is 
borne by the community as an operating ex- 
pense. The cost of a scrapped plant is carried as 
part of the investment on which a return must be 
paid unless and until it has been retired,—that is, 
fully paid for, out of the depreciation reserve. 
Thus, justice both to the owners of the utility 
and to the public is assured. 


Such a realistic conception of the difficulties 
of accounting for depreciation, and such a 
sense of fairness and equity in handling the 
positions of the utility and the consumer, un- 
fortunately are seldom found in the litera- 
ture of public utility regulation. 

Public Utility Commissioners v. New York 
Telephone Co.2 The depreciation accounting 
methods used by the utility in this case were 
described with some detail by the court. 

The company’s accounts are kept according to 
the uniform system of accounts for telephone 
companies prescribed by the Interstate Com- 
merce Commission. Charges are made to cover 
the depreciation in the elements of the plant 
which for one cause or another will go out of use. 
These charges are made month by month against 
depreciation in the operating expense accounts, 
and corresponding credits are entered in the de- 
preciation reserve account. When a unit or ele- 
ment of the property is retired, there is no charge 
to operating expense, but its original cost less 
salvage is charged to the reserve account. Decem- 
ber 31, 1923, the company’s books showed a 
credit balance in depreciation reserve accounts of 
$16,902,530. This was not set aside or kept in a 
separate fund, but was invested in the company’s 
telephone plant... . 


The point at issue in connection with de- 
preciation was that the Board of Public 
Utility Commissioners, conceiving the bal- 
ance in the depreciation reserve as excessive, 
refused to allow rates which would permit 
the utility to cover its operating expenses, 
including an adequate depreciation allow- 
ance, and to earn a fair return, and they 
directed that $4,750,000 of the depreciation 


3271 U.S. 23 (1926); P.U.R. 1926C, 740. Appeal 
from a decree of the District Court for the District of 
New Jersey granting a temporary injunction against a 
Commission from enforcing telephone rates. 
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reserve should be used to absorb the deficits 
in any future year when the earnings were 
less than a reasonable return. The court 
definitely refused to sustain such an ar- 
rangement, although its reasoning is none 
too lucid. It apparently relied upon the con- 
ception of the depreciation reserve as a fund 
over which the consumer has no control and 
in which he has no equitable interest. Inci- 
dentally, this decision makes ineffective a 
good many opinions and decisions of state 
commissions, for the conception of the de- 
preciation reserve as a fund contributed by 
the consumers in which they have an equi- 
table interest has frequently been used by 
the commissioners. 


It may be assumed, as found by the Board, that 
in prior years the company charged excessive 
amounts to depreciation expense and so created 
in the reserve account balances greater than re- 
quired adequately to maintain the property. It 
remains to be considered whether the company 
may be compelled to apply any part of the 
property or money represented by such balances 
to overcome deficits in present or future earnings 
and to sustain rates which otherwise could not be 
sustained. 

The just compensation safeguarded to the 
utility by the Fourteenth Amendment is a 
reasonable return on the value of the property 
used at the time that it is being used for the public 
service, and rates not sufficient to yield that re- 
turn are confiscatory. ... Constitutional pro- 
tection against confiscation does not depend on 
the source of the money used to purchase the 
property. It is enough that it is used to render the 
service. ... The customers are entitled to de- 
mand service and the company must comply. The 
company is entitled to just compensation and, to 
have the service, the customers must pay for it. 
The relation between the company and its cus- 
tomers is not that of partners, agent and princi- 
pal, or trustee and beneficiary. . . . The revenue 
paid by the customers for service belongs to the 
company. The amount, if any, remaining after 
paying taxes and operating expenses including 
the expense of depreciation is the company’s com- 
pensation for the use of its property. If there is 
no return, or if the amount is less than a reason- 
able return, the company must bear the loss. 
Past losses cannot be used to enhance the value 
of the property or to support a claim that rates 
for the future are confiscatory. .. . And the law 
does not require the company to give up for the 
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benefit of future subscribers any part of its ac- 
cumulations from past operations. Profits from 
the past cannot be used to sustain confiscatory 
rates for the future. . . . 

Customers pay for service, not for the property 
used to render it. Their payments are not con- 
tributions to depreciation or other operating ex- 
penses or to capital of the company. By paying 
bills for service they do not acquire any interest, 
legal or equitable, in the property used for their 
convenience or in the funds of the company. 
Property paid out of moneys received for service 
belongs to the company just as does that pur- 
chased out of proceeds of its bonds and stock. It 
is conceded that the exchange rates complained 
of are not sufficient to yield a just return after 
paying taxes and operating expenses, including 
a proper allowance for current depreciation. The 
property or money of the company represented 
by the credit balance in the reserve for deprecia- 
tion cannot be used to make up the deficiency. 


There can be no quarrel with the court’s 
theory of legal and equitable ownership of 
the assets of the utility, but this decision 
does make it difficult to carry out a prac- 
tically feasible policy of utility rate regula- 
tion. While there is nothing in the decision 
which would prevent the establishment of 
correct depreciation rates for the future as 
indicated by the results of past operations, 
it does make it difficult to work out equitable 
adjustments of rates of depreciation and 
rates of return which are admittedly based 
upon inexact data and estimates. To con- 
sider the results of the past as a closed book 
puts a premium upon the adoption of ex- 
treme points of view and unreasonable 
claims by both the utilities and the com- 
missions, since the opportunity of making 
adjustments in the future for inevitable er- 
rors in estimates is apparently removed. It 
does not promote that spirit of codperation 
between the utilities and the commissions 
which is essential to successful regulation. 

If this utility did charge excessive depre- 
ciation in the past, a portion of the depre- 
ciation reserve should be transferred to the 
surplus account where it could well serve to 
absorb future deficits. The decision of the 
commission may have been unreasonable, 
but the principle it appeared to have used 
was fair and equitable, Justice Brandeis 
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missed an opportunity to add to his list of 
significant dissenting opinions, for his cop. 
sideration of depreciation in the dissenting 
opinion in Pacific Gas & Electric Co. v. San 
Francisco, supra, would have been especially 
applicable to this case. 

It is difficult to reconcile this decision with 
that of Railroad Commission v. Cumberland 
Telephone & Telegraph Co., supra, where 
definite objections were made to capitalizing 
excessive depreciation allowances. 

McCardle v. Indianapolis Water Co.* This 
case is best known for its treatment of the 
more general aspects of utility valuation but 
there is one significant comment in connee- 
tion with the calculation of deductible de- 
preciation. The court, following a similar 
opinion in Pacific Gas & Electric Co. v. San 
Francisco, supra, gives emphatic support to 
the proposition that the “‘testimony of com- 
petent valuation engineers who examined 
the property and made estimates in respect 
of its condition is to be preferred to mere 
calculations based on averages and assumed 
probabilities.” 


The Commission . . . deducted approximately 
25 per cent of estimated cost new to cover ac- 
crued depreciation. The deduction was not based 
on an inspection of the property. It was the re- 
sult of a “‘straight line” calculation based on age 
and the estimated or assumed useful life of perish- 
able elements. The Commission’s report indicates 
that the property is well-planned, well-main- 
tained, and efficient. Its chief engineer inspected 
it, and estimated its condition by giving effect 
to results of the examination and to the age of the 
property. He deducted about 6 per cent to cover 
depreciation. Mr. Hagenah made an estimate 
of existing depreciation based on actual inspec- 
tion and a consideration of the probable future 
life as indicated by the conditions found. He de- 
ducted less than 6 per cent. Mr. Elmes testified 
that he made an inspection and estimate of all 
the actual depreciation. He estimated $443,044 
would be required to restore the property as of 
appraisal date to its condition when first installed 
and put in practical operation. He deducted that 
amount. The testimony of competent valuation 
engineers who examined the property and made 


% 272 U.S. 400 (1927); P.U.R. 1927A, 15. Appeal 
from a decree of the district court for the District of 
Indiana enjoining the enforcement of a rate order by 
the Public Service Commission. 
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estimates in respect of its condition is to be pre- 
ferred to mere calculations based on averages and 
assumed probabilities. The deduction made in the 
city’s estimate cannot be approved. 


It is not surprising, in view of the evidence 
presented, that the court followed the opin- 
ions of the appraisal engineers, but the de- 
cision has several questionable aspects. It 
would be reasonable to question the desira- 
bility of a court entering into the details of a 
valuation to this extent, for the commission 
should be in a better position to work out 
a consistent and equitable policy for the 
calculation of deductible depreciation. The 
typical appraisal report is apt to base its 
valuations upon the present physical con- 
dition and service efficiency of the property, 
and to give inadequate attention to the 
length of time during which it can be ex- 
pected to render the service. Property about 
ready to be retired is often assigned a value 
of around 40% of its cost. This policy com- 
pletely divorces the computation of de- 
ductible depreciation from the accumulated 
reserve for depreciation which, in fairness to 
both the utility and the consumer, should 
be taken as the presumptive basis of the de- 
duction. Otherwise the utility may receive 
a return on property values which do not 
represent a part of its own investment, or 
may have values confiscated, the former 
being more likely since appraisal values are 
generally considerably in excess of age-life 
depreciated values. 

The result of this decision is to force the 
commissions to prepare better evidence of 
inspection of the property which will justify 
the deductions which they make for accrued 
depreciation. It becomes difficult to prevent 
the utility from collecting in its rates an 
amount to cover expired property values 
and thereafter earning a return on part of 
this amount as well as upon its own invest- 
ment. 

United Railways and Electric Co. v. West. 
This case is characterized by a short but 


% 280 U. S. 234 (1930); P.U.R. 1930A, 225. Appeal 
by a street railway company from a decree of the Court 
of Appeals of Maryland sustaining in part a rate order 
of the Maryland Commission and a cross-appeal by 
the Maryland Commission from the same decree. 
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significant comment on depreciation by the 
majority of the court and by a set of dissent- 
ing opinions which probably constitute the 
most extensive discussion of depreciation to 
be found in any court decision. Justice 
Brandeis contributed the greater portion of 
the dissenting opinions but he was supported 
by Justices Holmes and Stone. 

The majority opinion supports the propo- 
sition that the calculation of the periodic 
charge for depreciation should be based upon 
present value or reproduction cost rather 
than upon original cost. The reason given 
for this procedure is that it is the duty of 
the utility to replace property when it is 
worn out and that unless depreciation is 
based upon reproduction cost, it will not re- 
tain sufficient assets to finance the cost of 
the replacement. 


The allowance for annual depreciation made 
by the Commission was based upon cost. The 
court of appeals held that this was erroneous 
and that it should have been based upon the 
present value. The court’s view of the matter 
was plainly right. One of the items of expense to 
be ascertained and deducted is the amount neces- 
sary to restore property worn out or impaired, so 
as continuously to maintain it as nearly as prac- 
ticable at the same level of efficiency for the pub- 
lic service. The amount set aside periodically for 
this purpose is the so-called depreciation allow- 
ance. Manifestly, this allowance cannot be 
limited by the original cost, because, if values 
have advanced, the allowance is not sufficient to 
maintain the level of efficiency. The utility “is 
entitled to see that from earnings the value of the 
property invested is kept unimpaired, so that at 
the end of any given term of years the original 
investment remains as it was at the beginning.” 
Knoxville v. Knoxville Water Co... . This 
naturally calls for expenditures equal to the cost 
of the worn out equipment at the time of re- 
placement; and this, for all practical purposes, 
means present value. It is the settled rule of this 
court that the rate base is present value, and it 
would be wholly illogical to adopt a different rule 
for depreciation. 


This method of calculating the deprecia- 
tion allowance is not only at variance with 
the methods generally followed in business 
and accounting practice, and opposed to the 
opinions and practices of most regulatory 
commissions, but it cannot, except as the 
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result of a rare coincidence of events, bring 
about the expected results. Assuming for 
the moment that it is the purpose of depre- 
ciation accounting to finance replacements, 
and that assets will be retained equal to the 
depreciation reserve, the mere calculation of 
depreciation on reproduction costs will not 
accumulate the right amount of funds in 
either a period of rising or falling prices. 
During a period of rising prices, while each 
successive addition to the reserve will be 
larger, the total accumulation will neces- 
sarily be less than the final cost of replace- 
ment unless surplus adjustments are made 
to build the reserve up to the required 
amount, or unless charges are made to oper- 
ations at an accelerating rate. During a 
period of falling prices more than enough 
will be accumulated to replace the property 
in spite of the fact that smaller and smaller 
amounts are charged to operations unless 
corresponding surplus adjustments are made 
or the operation charge reduced below the 
normal rate. 

It may be questioned whether it is reason- 
able to maintain that the replacement cost 
of an asset should be covered by charges to 
operations before or at the time of replace- 
ment, when that amount is considerably 
more or less than the original cost. The 
conventional business practice is to consider 
additional costs as an increase in fixed capi- 
tal requirements which, in the case of a 
public utility operating under a theory of 
limited return on the investment, would re- 
quire an additional investment of capital in 
the form of capital stock or bonds. If costs 
have fallen, funds become available for such 
purposes as additions to the property or a 
retirement of bonded indebtedness. It would 
certainly be unreasonable to require con- 
sumers to pay rates which would permit the 
utility to recover more than the depreciation 
calculated at the normal rate on the then 
cost of reproduction, but, as was pointed 
out above, more must be recovered if the 
full cost of reproduction is to be met in a 
period of rising prices. The quotation from 
Knoxville v. Knoxville Water Company which 
speaks of keeping the investment unim- 
paired rather than keeping the physical 


property intact is hardly a convincing legal 
basis for the opinion of the court. 

It would be possible to work out a plav- 
sible and reasonable argument in favor of 
basing depreciation on reproduction costs, 
It could be reasonably maintained, for in. 
stance, that present prices for service should 
be based upon present costs, and that the 
full benefit of the present value theory of 
valuation is not received, either by the 
utility during higher prices or by the con- 
sumer during lower prices, unless deprecia- 
tion is calculated on the same basis. It could 
be pointed out that when rates have to be 
set for groups of utilities, the utility with a 
large investment in new equipment is, ina 
period of rising prices, at a considerable dis- 
advantage unless its higher costs for depre- 
ciation are covered by the rates charged for 
its services, while in a period of falling prices 
it would receive an unreasonable advantage 
if rates were based upon costs which included 
depreciation on the old basis. The utility 
with a large investment in old property 
would receive some contribution toward the 
excess of replacement over original cost in 
times of rising prices, and would receive 
more than enough to replace the physical 
capital in times of falling prices. These com- 
ments do not constitute a complete discus- 
sion of the problem but they do indicate 
some of the factors which should be taken 
into consideration. The reasons given by the 
court for its stand are illogical and un- 
reasonable. 

From the standpoint of practical account- 
ing the use of present cost as a basis for the 
periodic depreciation calculation is almost 
an impossibility, since prices are continually 
fluctuating. A rough adjustment, such as the 
use of index numbers of price changes, would 
not be feasible, for prices of different parts 
of the physical plant do not change uti- 
formly. Only when depreciation is handled 
on the crudest of bases, with little or no de- 
tailed plant accounting, would such a scheme 
be practically expedient. There is some evi- 
dence that the writer of the decision did not 
consider depreciation as an operating ex 
pense, which may account for the general 
trend of the comments, for he speaks of “all 
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expenses of operation,” and, as a separate 
item to be covered by the earnings of the 
utility, ‘‘setting aside the necessary sums for 
depreciation.” 

One can sympathize, therefore, with the 
dissenting opinions although they are not 
wholly free from ambiguities and evidences 
of an inadequate knowledge of the account- 
ing and financial principles involved in the 
treatment of depreciation. Justice Brandeis 
gives an excellent analysis of the nature and 
purpose of depreciation accounting, em- 
phasizing the point that it is primarily a 
matter of reasonable and equitable distribu- 
tion of costs over the operating periods in 
the life of an asset. 


The annual account of a street railway, or other 
business, is designed to show the profit or loss, 
and to acquaint those interested with the condi- 
tion of the business. To be true, the account 
must reflect all the operating expenses incurred 
within the accounting period. One of these is the 
wearing out of plant.... Minor parts, which 
have short lives and are consumed wholly within 
the year, are replaced as a part of current re- 
pairs. Larger plant units, unlike supplies, do not 
wear out within a single accounting period. They 
have varying service lives, some remaining use- 
ful for many years. Experience teaches that at 
the end of some period of time most of these 
units, too, will wear out physically or cease to be 
useful in the service. If the initial outlay for such 
units is entirely disregarded, the annual account 
will not reflect the true results of operation and 
the initial investment may be lost. If, on the 
other hand, this original expense is treated as part 
of the operating expenses of the year in which 
the plant unit was purchased, or was retired or 
replaced, the account again will not reflect the 
true results of operation. For operations in one 
year will then be burdened with an expense which 
is properly chargeable against a much longer 
period of use. Therefore, in ascertaining the 
profits of a year, it is generally deemed neces- 
sary to apportion to the operations of that 
year a part of the total expense incident to the 
wearing out of plant. This apportionment is 
commonly made by means of a depreciation 
charge... . 

The depreciation charge is an allowance made 
pursuant to a plan of distribution of the total 
het expense of plant retirement. It is a bookkeep- 
ing device introduced in the exercise of practical 
judgment to serve three purposes. It preserves 


the integrity of the investment... . It serves to 
distribute equitably throughout the several years 
of service life the only expense of plant retire- 
ment which is capable of reasonable ascertain- 
ment—the known cost less the estimated salvage 
value. And it enables those interested, through 
applying that plan of distribution, to ascertain, 
as nearly as is possible, the actual financial re- 
sults of the year’s operation. . . . 


The only criticism which could be made of 
this unusually clear conception of the pur- 
pose of depreciation accounting is that it 
fails to point out that the preservation of 
the integrity of the investment depends upon 
the depreciation charge having been 
“earned,” that is, having been covered, 
together with all the other expenses of op- 
eration, by the gross earnings of the utility. 

The definition which is given of the depre- 
ciation reserve is not adequate for a clear 
understanding of the significance and use of 
that account, but at least a careful distinc- 
tion is made between the reserve and a pos- 
sible replacement or depreciation fund. 
Much of the confusion which exists in the 
literature of depreciation is due to the failure 
clearly to differentiate between these two 
accounts and their functions. 


A depreciation reserve is a bookkeeping classifica- 
tion to which the depreciation charges are periodi- 
cally credited. A depreciation fund is a fund sepa- 
rately maintained in which amounts charged for 
depreciation are periodically deposited. A de- 
preciation reserve does not necessarily connote 
the existence of a separate fund. 


It would add to the clarity of this statement 
if it were pointed out that the so-called 
“reserve” for depreciation is merely an offset 
to the asset account, or an accumulation of 
past depreciation less the net cost of retired 
assets, and that the general effect of credit- 
ing a reserve is the same as crediting the 
asset account directly. 

Justice Brandeis bases his objections to 
the majority opinion primarily upon the con- 
tention that the depreciation charge does 
not and cannot measure the actual consump- 
tion of plant, and that its function must be 
expressed in terms of the entire life of the 
property, each period’s charge merely being 
an attempt to spread equitably “the only 
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expense of plant retirement which is capable 
of reasonable ascertainment—the known 
cost less the estimated salvage value.” 


It is urged by the Railways that if the base 
used in determining what is a fair return on the 
use of its property is the present value, then 
logically the base to be used in determining the 
depreciation charge—a charge for the consump- 
tion of plant in service—must also be the present 
value of the property consumed... . But ac- 
ceptance of the doctrine of Smyth v. Ames... 
does not require that the depreciation charge be 
based on present value of plant. For, an annual 
depreciation is not a measure of the actual con- 
sumption of plant during the year. No such meas- 
ure has yet been invented. There is no regularity 
in the development of depreciation. It does not 
proceed in accordance with any mathematical 
law. There is nothing in business experience, or 
in the training of experts, which enables man to 
say to what extent service life will be impaired 
by the operation of a single year, or of a series 
of years less than the service life. . . . 

Where a plant intended, like a street railway, 
for continuing operation is maintained as a con- 
stant level of efficiency it is rarely possible to de- 
termine definitely whether or not its service life 
has in fact lessened within a particular year. The 
life expectancy of a plant, like that of an in- 
dividual, may be in fact greater, because of un- 
usual repairs or other causes, at the end of a par- 
ticular year than it was at the beginning. And 
even where it is known that there has been some 
lessening of service life within the year, it is never 
possible to determine with accuracy what per- 
centage of the unit’s service life has, in fact, been 
so consumed. Nor is it essential to the aim of the 
charge that this fact should be known. The main 
purpose of the charge is that irrespective of the 
rate of depreciation there shall be produced, 
through annual contributions, by the end of the 
service life of the depreciable plant, an amount 
equal to the total net expenses of its retirement. 
To that end it is necessary only that some reason- 
able plan of distribution be adopted. Since it is 
impossible to ascertain what percentage of the 
service life is consumed in any year, it is either 
assumed that depreciation proceeds at some 
average rate (thus accepting the approximation 
to fact customarily obtained through the process 
of averaging) or the annual charge is fixed with- 
out any regard to the rate of depreciation. .. . 
Many methods of calculating the amount of the 
allowance are used. The charges to operating ex- 
penses in the several years and in the aggregate 
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vary according to the method adopted. But under 
none of these methods of fixing the depreciation 
charge is an attempt made to determine the per. 
centage of actual consumption of plant falling 
within a particular year or within any period of 
years less than the service life. 


The point that the depreciation allowance 
is not and cannot be a measure of plant con- 
sumption is somewhat overstated. It is of 
course true that no precise measurement can 
be made, but if the results of operations as 
shown by the accounting records are to be 
considered as useful approximations of costs 
and expenses, then the depreciation charge 
must be considered a reasonable estimate of 
the operating cost arising from the expired 
service life of each asset of the utility. The 
resulting error in connection with any one 
item of property may be large, but if the 
available information is carefully accumu- 
lated and studied, the average error can be 
made reasonably small. 

The dissenting opinion contains a brief 
history of business and legal practice in re- 
gard to depreciation and presents, with 
many citations and references, the opinions 
of business men and accountants, in support 
of theuse of original cost as the basis of the 
depreciation calculation. 


The business device known as the depreciation 
charge appears not to have been widely adopted 
in America until after the beginning of this cen- 
tury... . Its use is still stoutly resisted by many 
concerns. ... Wherever adopted, the deprecia- 
tion charge is based on the original cost of the 
plant to the owner. When the great changes in 
price levels incident to the World War led some 
to question the wisdom of the practice of basing 
the charge on original cost, the Chamber of Com- 
merce of the United States warned business men 
against the fallacy of departing from the ac- 
cepted basis. . .. And that warning has been re- 
cently repeated... . 

Such is today, and ever has been, the practice 
of public accountants. . . . Their statements are 
prepared in accordance with principles of ac- 
counting which are well established, generally 
accepted and uniformly applied. By those accus- 
tomed to read the language of accounting a de- 
preciation charge is understood as meaning the 
appropriate contribution for that year to the 
amount required to make good the cost of the 
plant which ultimately must be retired. On that 
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basis, public accountants certify to investors and 
hankers the results of operation, whether of pub- 
lic utilities, or manufacturing or mercantile con- 
ces. Corporate securities are issued, bought, 
and sold, and vast loans are made daily, in reli- 
ance upon statements so prepared. The com- 
pelling logic of facts which led business men to 
introduce a depreciation charge has led them to 
continue to base it on the original cost of the 
plant despite the great changes in the price level 
incident to the World War. Basing the deprecia- 
tion charge on cost is a rule prescribed or recom- 
mended by those associations of business men 
who have had occasion since the World War to 
consider the subject. 

Business men naturally took the plant at cost, 
as that is how they treat other articles consumed 
in operation. The plant, undepreciated, is com- 
monly carried on the books at cost; and it is re- 
tired at cost. The net profit or loss of a business 
transaction is commonly ascertained by deduct- 
ing from the gross receipts the expenditures in- 
curred in producing them. Business men realized 
fully that the requirements for replacement 
might be more or less than the original cost. But 
they realized also that to attempt to make the 
depreciation account reflect economic condi- 
tions and changes would entail entry upon a new 
field of conjecture and prophecy which would de- 
feat its purposes. For there is no basis in experi- 
ence which can justify predicting whether a re- 
placement, renewal, or substitution falling in 
some future year will cost more or less than it 
would at present, or more or less than the unit 
cost when it was acquired. 


The last paragraph seems to revert to the 
conception of the depreciation charge as a 
provision for financing replacements, since 
it emphasizes the point that because the 
business man doesn’t know what his replace- 
ment cost will be, he uses original cost as the 
only reasonable substitute. This is some- 
what inconsistent with the original charac- 
terization of depreciation as a matter of 
equitable expense distribution of the original 
outlay. 

The preceding discussion also overstates 
the practice of business men. Appraisals fre- 
quently are made during periods of rapidly 
rising prices in order to justify writing up 
asset values so as to present a better financial 
picture, and to justify larger mortgage loans; 
and this inevitably must result in larger de- 
preciation charges in order to amortize the 


additions to the plant accounts. It is true 
that a good deal of lip service is given to 
objections to this procedure, but it is not 
wholly without authoritative support. The 
experiences of the last few years, since the 
writing of this decision, also indicate that 
the practice is not as uniform as the opinion 
indicates. Numerous instances can be found 
in which plant accounts were written down 
with the direct purpose of reducing depre- 
ciation charges and thereby getting costs on 
a more realistic basis. It is to be noted that 
in neither case has the business man been 
concerned about financing his replacements. 
He is more interested in adjusting his costs 
of operations and his financial picture to 
changed conditions. 

Evidence is also presented in the dissent- 
ing opinion of the practices of the Interstate 
Commerce Commission, the state public 
utility commissions, and other govern- 
mental agencies which support the use of 
the original cost basis. 

The business men’s practice of using a deprecia- 
tion charge based on the original cost of the plant 
in determining the profits or losses of a particular 
year has abundant official sanction and encour- 
agement. The practice was prescribed by the 
Interstate Commerce Commission in 1907, when, 
in codperation with the Association of American 
Railway Accounting Officers, it drafted the rule, 
which is still in force, requiring steam railroads to 
make an annual depreciation charge on equip- 
ment. It has been consistently applied by the 
Federal Government in assessing taxes on net 
income and corporate profits; and by the tax 
officials of the several states for determining the 
net profits or income of individuals and corpora- 
tions. ...In 1928, it was adopted by the de- 
preciation section of the Interstate Commerce 
Commission in the report of tentative conclusions 
concerning depreciation charges submitted to the 
term railroads, telephone companies, and car- 
riers by water. ... A depreciation charge based 
on original cost has been uniformly applied by 
the Public Utility Commissions of the several 
states when determining net income, past or ex- 
pected, for rate-making purposes. .. . 


There is no doubt that the original cost basis 
greatly simplifies the problems of the regu- 
latory commissions and that this is a highly 
significant argument in its favor, especially 
if care is taken to use it consistently so that 
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equitable results will be obtained over 
periods of both falling and rising prices. 

Justice Brandeis also felt that the ma- 
jority opinion is in conflict with the decisions 
of the court in income tax cases and with 
the general trend of legal opinion. 


In 1927 the business men’s practice of basing 
the depreciation charge on cost was applied by 
this court in United States v. Ludey (1927) 274 
U. S. 295, 300-301 ..., a Federal income tax 
case, saying: ““The amount of the allowance for 
depreciation is the sum which should be set aside 
for the taxable year, in order that, at the end of 
the useful life of the plant in the business, the 
aggregate of the sums set aside will (with the sal- 
vage value) suffice to provide an amount equal to 
the original cost.”” I know of nothing in the 
Federal Constitution, or in the decisions of this 
Court, which should lead us to reject, in deter- 
mining net profits, the rule sanctioned by the 
universal practice of business men and govern- 
mental departments. For, whether the expense 
in plant consumption can be more nearly approxi- 
mated by using a depreciation charge based on 
original cost or by one based upon fluctuating 
present values is a problem to be solved, not by 
legal reasoning, but by the exercise of practical 
judgment based on facts and business experi- 
ence. The practice of using an annual deprecia- 
tion charge based on original cost when deter- 
mining for purposes of investment, taxation, or 
regulation, the net profits of a business, or the re- 
turn upon property, was not adopted in ignorance 
of the rule of Smyth v. Ames. . . . That decision, 
rendered in 1898, antedates the general employ- 
ment of public accountants; and also antedates 
the general introduction here of the practice of 
making a depreciation charge. The decision of the 
court of appeals of Maryland here under review, 
as well as State ex rel. Hopkins v. Southwestern 
Bell Teleph. Co., 115 Kan. 236, P.U.R. 1924D, 
388 . .. and Michigan Pub. Utilities Commission 
v. Michigan State Telephone Co. (1924) 228 
Mich. 658, P.U.R. 1925C, 158... were all de- 
cided after this court reaffirmed the rule of 
Smyth v. Ames...in Missouri ex rel. South- 
western Bell Teleph. Co. v. Public Service Com- 
mission (1923) 262 U. S. 276... P.U.R. 19238C, 
198 ... But since this decision, as before, the 
Bell Telephone Companies have persisted in 
basing their depreciation charges upon the origi- 
nal cost of the depreciable property. ... And 
they have insisted that the order of the Interstate 
Commerce Commission requiring a depreciation 
charge . . . should be so framed as to permit the 
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continuance of that accounting practice. The 
protest of the railroads ... against basing the 
charge on cost was made for the first time in 
1927... . And this protest came only from those 
who insist that no depreciation charge whatso. 
ever shall be made. 


In a footnote he points out that the company 
involved in this case will have to use one 
figure of depreciation for its report to the 
public utility commission and another for 
its income tax report. This point of incon- 
sistency is well taken, but to the layman, at 
least, it is not especially convincing, since 
the income tax law and regulations often 
seem to have evolved away from the ac- 
counting conceptions of income and expense 
and are using the amount of taxes which a 
given procedure will yield as the principal 
criterion of correct principle. 

The practical difficulties of using present 
cost as the basis for the depreciation cal- 
culations are given a brief but pointed dis- 
cussion 


To use a depreciation charge as the measure 
of the year’s consumption of plant, and atthe 
same time reject original cost as the basis of the 
charge, is inadmissible. It is a perversion of this 
business device. No method for the ascertain- 
ment of the amount of the charge yet invented 
is workable if fluctuating present values be 
taken as the basis. Every known method contem- 
plates, and is dependent upon, the accumulation 
or credit of a fixed amount in a given number of 
years. The distribution of plant expense er 
pressed in the depreciation charge is justified by 
the approximation to the fact as to the year's 
plant consumption which is obtained by apply- 
ing the doctrine of averages. But if fluctuating 
present values are substituted for original cost 
there is no stable base to which the process of 
averaging can be applied. For thereby the only 
stable factor involved in fixing a depreciation 
charge would be eliminated. Each year the pres 
ent value may be different. The cost of replace- 
ment at the termination of the service life of the 
several units or of the composite life cannot be 
foretold. To use as a measure of the year’s coD- 
sumption of plant a depreciation charge based on 
fluctuating present values substitutes conjecture 
for experience. Such a system would require the 
consumer of today to pay for an assumed operat- 
ing expense which has never been incurred and 
which may never arise. 
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The practical difficulties of using a fluctuat- 
ing depreciation base are admittedly great, 
and, again, this is of especial significance in 
the matter of effective public utility regula- 
tion. The point, however, that the consumer 
may be asked to pay for an expense which 
may never occur because prices may change 
in the opposite direction by the time replace- 
ment becomes necessary, is not significant. 
There is no good theoretical reason why 
public utility rates should not be based upon 
present costs, or why a plant using old 
equipment should have to charge higher or 
lower rates than one using new equipment. 
But the practical difficulties are extremely 
great, and if the same base is used con- 
sistently there is no long-run inequity. 

Justice Brandeis took the opportunity of 
restating his conception of an analogy be- 
tween depreciation and mutual life insur- 
ance, and again defended his favorite rate- 
base—prudent investment. (See Pacific Gas 
& Electric Co. v. San Francisco supra, for a 
similar discussion.) 


The depreciation charge is frequently likened 
to the annual premium in legal reserve life in- 
surance. The life insurance premium is calcu- 
lated on an agreed value of the human life— 
comparable to the known cost of plant—not on a 
fluctuating value, unknown and unknowable. The 
field of life insurance presented a problem com- 
parable to that here involved. Despite the large 
experience embodied in the standard mortality 
tables and the relative simplicity of the problem 
there presented, the actual mortality was found 
to vary so widely from that for which the pre- 
miums had provided, that their rate was found 
to work serious injustice either to the insurer or 
to the insured. The transaction resulted some- 
times in bankruptcy of the insurer; sometimes in 
his securing profits which were extortionate; and, 
rarely, in his receiving only the intended fair 
compensation for the service rendered. Because 
every attempt to approximate more nearly the 
amount of premium required proved futile, jus- 
tice was sought and found in the system of strictly 
mutual insurance. Under that system the pre- 
mium charged is made clearly ample; and the 
part which proves not to have been needed enures 
in some form of benefit to him who paid it. 

Similarly, if, instead of applying the rule of 
Smyth vy. Ames..., the rate base of a utility 
were fixed at the amount prudently invested, the 
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inevitable errors incident to estimating service 
life and net expense in plant consumption could 
never result in injustice either to the utility or to 
the community. For, if the amount set aside for 
depreciation proved inadequate and investment 
of new capital became necessary, the utility 
would be permitted to earn a return on the new 
capital. And if the amount set aside for deprecia- 
tion proved to be excessive, the income from the 
surplus reserve would operate as a credit to re- 
duce the capital charge which the rates must 
earn. If the Railways should ever suffer injustice 
from adopting cost of plant as the basis for cal- 
culating the depreciation charge, it will be an un- 
avoidable incident of applying in valuation the 
rule of Smyth v. Ames. This risk, if it exists, can- 
not be escaped by basing the charge on present 
value. For this suggested escape, besides being 
entirely conjectural, is instinct with certainty of 
injustice either to the community or the Rail- 
ways. The possibility of such injustice admonishes 
us, as it did in deciding the constitutional ques- 
tions concerning interstate commerce . . . that 
rate regulation is an intensely practical matter. 


The adoption of Justice Brandeis’ prudent 
investment and mutual insurance principles 
would do a great deal to make public utility 
regulation more effective. Unfortunately, the 
trend of court opinion seems to be precisely 
in the opposite direction—toward present 
costs and values, and the treatment of de- 
preciation in valuation as a problem inde- 
pendent of the accounting for original costs. 

The dissenting opinion also contains a 
summarization of the arguments frequently 
presented by the utilities in opposition to the 
depreciation charge and presents a footnote 
statement concerning the “Retirement Re- 
serve” method advocated by the National 
Association of Railroad and Utilities Com- 
missioners. Although Justice Brandeis makes 
plain his disapproval of these proposals, he 
points out that they are not at issue in this 
case. 


Public officials, investors and most large busi- 
nesses are convinced of the practical value of the 
depreciation charge as a guide to knowledge of 
the results of operation. Many states require 
public utilities to make such a charge. But most 
railroads, some gas and electric companies, and 
some other concerns deny the propriety of making 
any annual depreciation charge. They insist that 
the making of such a charge will serve rather to 
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mislead than to aid in determining the financial 
result of the year’s operations. They urge that the 
current cost of maintaining the plant, whether 
by repair, renewals, or replacements, should be 
treated as a part of the maintenance account, at 
least in systems consisting of large and diversi- 
fied properties intended for continuous operation 
and requiring a constant level of efficiency. They 
insist that, in such systems, retirements, replace- 
ments, and renewals attain a uniform rate and 
tend to be equal each year; that, therefore, no 
great disproportion in revenues and operating ex- 
penses in the various years results if the whole 
expenditure made for renewals or replacements in 
any year is treated as an expense of operation of 
that year and the retirements of property are not 
otherwise reflected in any specific charge. They ad- 
mit that it may be desirable to create a special re- 
serve, to enable the company to spread the cost of 
retiring certain large units of property over a 
series of years, thus preventing a dispropor- 
tionate burden upon the operations of a single 
year. But they say that such a reserve is not 
properly called a depreciation reserve. Moreover 
they contend that when a large unit is retired, 
not because it has been worn out but because 
some more efficient substitute has been found, 
the cost of retirement should be spread over the 
future, so that it may fall upon those who will 
gain the benefit of the enhanced efficiency... . 
Under the replacement method of accounting 
advocated by the railroads and others there is no 
depreciation charge and no depreciation reserve. 
Operating expenses are charged directly with re- 
placements at their cost. This method does not 
concern itself with all retirements, but only with 
retirements which are replaced. 

Despite the seemingly unanswerable logic of a 
depreciation charge, they oppose its adoption, 
urging the uncertainties inherent in the pre- 
determination of service life and of salvage value, 
and the disagreement among experts as to the 
most equitable plan of distributing the total net 
plant expense among the several years of service. 
They point out that each step in the process of 
fixing a depreciation charge is beset with diffi- 
culties, because of the variables which attend 
every determination involved. The first step is to 
estimate how long the depreciable plant will re- 
main in service. Engineers calculate with certi- 
tude its composite service life by applying 
weighted averages to the data concerning the 
several property units. But their exactitude is 
delusive. Each unit has its individual life depend- 
ent upon the effect of physical exhaustion, ob- 
solescence, inadequacy, and public requirement. 
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The physical duration of the life depends largely 
upon the conditions of the use; and these cannot 
be foretold. The process of obsolescence is even 
less predictable. Advances in the arts are con- 
stantly being made which would require retire. 
ment at some time, even if the unit were endowed 
with perpetual physical life. But these advances 
do not proceed at a uniform pace. The normal 
progress of invention is stimulated or retarded 
by the ever changing conditions of business, 
Moreover, it is the practical embodiment of in- 
ventions which produces obsolescence; and busi- 
ness conditions determine even more largely the 
time and the extent to which new inventions are 
embodied in improved machines. The march to- 
ward inadequacy, as distinguished from ob- 
solescence, is likewise erratic. 

The protestants point out that uncertainty is 
incident also to the second step in the process 
of fixing the appropriate depreciation charge. A 
plant unit rarely remains in service until con- 
sumed physically. Scrap remains; and this must 
be accounted for, since it is the net expense of 
the exhaustion of plant which the depreciation 
charge is to cover. Such scrap value is often a 
very large factor in the calculation of plant ex- 
pense. The probable salvage on the unit when 
retired at the end of its service life must, there- 
fore, be estimated. But its future value is never 
knowable. 

And, finally, the protestants show that after 
the net expense in plant consumption is thus 
estimated, there remains the task of distributing 
it equitably over the assumed service life—the 
allocation of the amount as charges of the several 
years. There are many recognized methods for 
calculating these amounts, each method having 
strenuous advocates; and the amounts thus to be 
charged, in the aggregate as well as in the suc- 
cessive years, differ widely according to the 
method adopted. Under the straight line method, 
the aggregate of the charges of the several years 
equals the net plant expense for the whole period 
of service life; and the charge is the same for all 
the years. Under the sinking fund method, the 
aggregate of the charges of the several years is 
less than the net plant expense for the whole 
period; because the proceeds of each year’s charge 
are deemed to have been continuously invested 
at compound interest and the balance is assumed 
to be obtained from interest accumulations. Other 
methods of distributing the total charge produce 
still other results in the amount of the charges 
laid upon the operating expenses of the several 
years of service. 


The dissenting justices expressed the opin- 
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jon that the above arguments need not be 
considered in this case, since, in their opin- 
jon, the allowance already provided by the 
company was adequate under any inter- 
pretation of the proper theory of the depre- 
ciation charge. The company had charged 
5% of gross revenue for depreciation, and 
in nearly every year the allowance had ex- 
ceeded the charges for retirements. 


We have no occasion to decide now whether 
the view taken by the Interstate Commerce Com- 
mission ... or the protest of the railroads, gas 
and electric companies should prevail, for in 
neither event was the court of appeals justified 
in directing an increase in the allowance. The 
adequacy of a depreciation charge is dependent 
in large measure upon the practice of the individ- 
ual concern with respect to its maintenance ac- 
count. The Commission found that the Railways’ 
property was well maintained and that the allow- 
ance of $883,544, together with the usual main- 
tenance charges, would be adequate to keep the 
property at a constant level of efficiency. It found 
further, on the basis of the company’s experience, 
that the charges previously allowed had served 
“fairly well” to take care of current depreciation 
and retirements... 

The estimated charge of $883,544 was thus 
clearly ample as the year’s share of the expense 
of plant retirement based on cost. But even if 
the annual depreciation allowance could be made 
to correspond with the actual consumption of 
plant, there was nothing in the record to show 
that the value of the part of plant to be con- 
sumed in 1928 would exceed that amount. Nor 
is there anything in the record or in the findings 
to show that $883,544, together with the usual 
maintenance charges and under the improved 
methods of construction, would be inadequate 
to provide, at the prices then prevailing, for the 
replacements required in that year, and also for 
the year’s contribution to a special reserve under 
the plan advocated by the railroads before the 
Interstate Commerce Commission. On the con- 
trary, the company’s history and the present ad- 
vances in the street railway industry strongly 
indicate that, by employing new equipment of 
lesser value, the Railways could render more 
efficient service at smaller operating costs. 
Neither the trial court nor the court of appeals 
made any finding on these matters. The Commis- 
sion’s finding that $883,544 was an adequate de- 
preciation charge should, therefore, have been 
accepted by the court of appeals, whether the 
sum allowed be deemed a depreciation charge 
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properly so called, or be treated as the year’s 
contribution to a special reserve to supplement 
the usual maintenance charges. 

It is clear that the management of the Rail- 
ways deemed the charge of 5% of gross revenues 
adequate. On that assumption it paid dividends 
on the common stock in each year from 1923 
through 1927. If the addition to the depreciation 
charge ordered by the court of appeals was 
proper for the year 1928, it should have also 
been made in the preceding five years. Upon such 
a recasting of the accounts, no profits were earned 
after 1924; and there was no surplus fund from 
which dividends could have been paid legally. 
If the contention now urged by the Railways is 
sound, the management misrepresented by its 
published accounts its financial condition and the 
results of operation of the several years; and it 
paid dividends in violation of law. 


There is also a significant comment in a 
footnote of the dissenting opinion in regard 
to the deduction of the amount of deprecia- 
tion accumulated in the reserve in arriving 
at the rate base. While no opinion is ex- 
pressed, it at least indicates that such a 
proposition would meet serious considera- 
tion by these members of the court. 


Nor need we express an opinion on the relation 
between a utility’s depreciation reserve and the 
valuation of the accrued depreciation of its 
property ... While it is true that the annual 
depreciation charge does not purport to measure 
the current actual consumption of plant, it may 
be that the credit balance in the depreciation re- 
serve is good evidence of the amount of accrued 
depreciation . . . It may also be that so much of 
the depreciation reserve as has not been used for 
retirements or replacements should be subtracted 
from the present value of the utility’s property 
in determining the rate base, on the theory that 
the amounts thus contributed by the public repre- 
sent a part payment for the property consumed 
or to be consumed in service . . . 


Justice Stone agreed with the opinion pre- 
pared by Justice Brandeis, but also pre- 
sented a brief statement of his own views. 
He elaborated the point that it was the 
function of the depreciation accounts to 
accumulate a fund for financing the replace- 
ment of property, but that the probable cost 
of replacement was too uncertain to justify 
the adoption of present prices as the basis 
of the calculation. 
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I will assume, for present purposes, that as a 
result of Smyth v. Ames ..., the function of a 
depreciation account for rate-making purposes 
must be taken to be the establishment of a fund 
for the replacement of plant rather than the 
restoration of cost or value of the original plant 
investment. But what amount annually carried 
to reserve will be sufficient to replace all the ele- 
ments of a composite property purchased at vari- 
ous times, at varying price levels, as they wear 
out or become obsolete, is a question, not of law 
but of fact. It is a question which must be 
answered on the basis of a prediction of the 
salvage value of the obsolete elements, the char- 
acter of the articles which will be selected to 
replace them when replacement is necessary, and 
their cost at the time of replacement. 

Obviously, that question cannot be answered 
by a priori reasoning. Experience is our only 
guide, tempered by the consideration of such 
special or unusual facts and circumstances as 
would tend to modify the results of experience. 
Experience, which embraces the past fifteen 
years of high price levels, and the studies of ex- 
perts, resulting in the universally accepted prac- 
tice of accountants and business economists... 
have demonstrated that depreciation reserve, cal- 
culated on the basis of cost, has proven to be the 
most trustworthy guide in determining the 
amount required to replace, at the end of their 
useful life, the constantly shifting elements of a 
property such as the present. Costs of renewals 
made during the present prolonged period of high 
prices and diminishing replacement costs tend to 
offset the higher cost of replacing articles pur- 
chased in periods of lower prices. I think that 
we should be guided by the experience and prac- 
tice in the absence of proof of any special cir- 
cumstances showing that they are inapplicable 
to the particular situation with which we are now 
concerned. 

Such proof, in the present case, is wanting. The 
only circumstance relied on for a different basis 
of depreciation, and one which is embraced in 
that experience, is the current high price level, 
which has raised the present reproduction value 
of the carrier’s property, as a whole, above its 
cost. That, of course, might be a controlling con- 
sideration if we were dealing with present re- 
placements at their present cost, instead of re- 
placements to be made at various uncertain dates 
in the future, of articles purchased at different 
times in the past, at varying price levels. But I 
cannot say that since prices at the present 
moment are high, as a result of postwar infla- 
tion, a rate of return which is sufficient to yield 
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7.78% on present reproduction value, after ade. 
quate depreciation based on cost of the carrier’s 
property, is confiscatory because logic requires 
the prediction that the elements of petitioner's 
property cannot, in years to come, be renewed or 
replaced with adequate substitutes, at less than 
the present average reproduction cost of the en. 
tire property—and this in the face of the facts 
that the cost of replacements in the past fifteen 
years has been for the most part at higher price 
levels than at present, that the amount allowed 
by the Commission for depreciation has been in 
practice more than sufficient for all replacement 
requirements throughout the period of higher 
price levels, and that the company has declared 
and paid dividends which were earned only if this 
depreciation reserve was adequate. 

To say that the present price level is necessarily 
the true measure of future replacement cost is to 
substitute fora relevant fact which I should have 
thought ought to be established as are other facts, 
a rule of law which seems not to follow from 
Smyth v. Ames... and to be founded neither 
upon experience nor expert opinion and to be un- 
workable in practice. In the present case it can 
be applied only by disregarding evidence which 
would seem persuasively to establish the very 
fact to be ascertained. 


These dissenting opinions are interesting 
not only as a significant addition to the 
literature on the subject of depreciation, but 
as an indication of a substantial difference 
of opinion among the members of the court. 
It seems highly probable that a well pre- 
pared brief which was presented effectively 
would stand a good chance of establishing 
many of the practices and principles fol- 
lowed by accountants, business men, and 
many public utility commissions. 

Smith v. Illinois Bell Telephone Co.* The 
lower court, in its consideration of this case, 
objected to the inconsistency in the conten- 
tion of the Illinois Commerce Commission 
that a deduction should be made for the full 
amount of the depreciation reserve in arriv- 
ing at the rate base even though the depre- 
ciation rate on which this accumulation was 
based was reduced for the determination of 
the future periodic allowance. (The follow- 


26 282 U.S. 183 (1930); P.U.R. 1931A, 1. Appeal 
by the members of the Illinois Commerce Commission 
from a decree of a Federal district court setting aside 
an order fixing telephone rates in the city of Chicago. 
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ing quotation is from the decision of the 
lower court.)?? 


The Commission in defense of its order now 
asserts that the deduction of $26,000,000 was 
proper as representing the deduction to be 
made on account of depreciation in valuing the 
property, despite the fact that the order specifi- 
cally finds that the property was in 90% condi- 
tio. But if the basis on which the $26,000,000 
was accumulated is the correct basis for measur- 
ing depreciation, then the order is clearly er- 
roneous in reducing by $1,800,000 the allowance 
for expense of depreciation. It is inconceivable on 
any theory consistent with equity and fair deal- 
ing that both acts of the Commission can be 
right. If, indeed, the unreasonable and arbitrary 
method of the Commission in handling deprecia- 
tion and property paid for out of the reserve does 
not make its order void, . . . it certainly operates 
to destroy any presumption which may have 
existed in its favor. 


The district court seemed to rely to a con- 
siderable extent upon the principles ex- 
pressed in Public Utility Commissioners v. 
New York Telephone Co., supra, as to the 
absence of any legal or equitable interest of 
the customers in the assets of the utility, 
whether contributed by them to cover de- 
preciation or not, and as to the error in using 
past profits to justify confiscatory future 
rates. 

The higher court did not approve the 
action of the district court and the case was 
remanded for further consideration; it at- 
tempted to clarify its previous statements 
by pointing out that there was no intention 
to prevent the determination of a correct 
allowance for the future, based upon past 
experience, and the lower court was asked 
to make a more definite determination of 
an appropriate depreciation allowance. No 
comment was made upon the inconsistency 
stressed by the lower court. 


There is also the question of the annual allow- 
ance for depreciation. The Illinois Commission 
concluded that the accumulation of a large re- 
serve (26,000,000) despite the fact that the 
property had been maintained “in at least 90% 
condition,” showed that the reserve had been 


7 Tllinois Bell Telephone Co. v. Moynihan. 38 F. 
(2d) 77, (1930); P.U.R. 1930B, 148. 
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built up by annual additions that were in excess 
of the amounts required. The Commission by its 
order provided for a “‘combined maintenance and 
replacement allowance”’ which it deemed to be 
adequate “‘to fully protect the investment in this 
property and permit the company to accrue a 
reserve in the anticipation of property retire- 
ments.” The court found that by this method the 
amount as charged by the company to operating 
expenses in 1928 with respect to depreciation 
had been reduced by the Commission to the 
extent of about $1,800,000. It was on the assump- 
tion of this reduction, that the court, without 
finding as to the proper annual allowance for 
depreciation, reached its conclusion as to the 
inadequacy of the rates. 

While it has been held by this court that 
property paid for out of moneys received for 
past services belongs to the company, and that 
the property represented by the credit balance 
in the reserve for depreciation cannot be used to 
support the imposition of a confiscatory rate 

., it is evident that past experience is an 
indication of the company’s requirements for the 
future. The recognition of the ownership of the 
property represented by the reserve does not 
make it necessary to allow similar accumulations 
to go on if experience shows that these are exces- 
sive. The experience of the Illinois Company, to- 
gether with a careful analysis of the results shown, 
under comparable conditions, by other companies 
which are part of the Bell system, and thus enjoy 
the advantage of the continuous and expert 
supervision of a central technical organization, 
should afford a sound basis for judgment as to the 
amount which, in fairness both to public and 
private interest, should be allowed as an annual 
charge for depreciation. 


It is unfortunate that the court did not 
comment upon the “90% condition”’ of the 
property. There is a definite conflict between 
the engineering concept of condition per cent 
and the economic concept of value. The 
“condition per cent’ usually refers to the 
physical condition of the property, its ability 
to render efficient and satisfactory service. 
Forty or fifty per cent condition is the ab- 
solute lower limit for the use of the crudest 
of tools, and delicate electrical equipment 
such as that used by telephone companies 
can hardly be used at all unless its physical 
condition approaches one hundred per cent. 
A unit about to be retired from service 
might still be in “90% condition.” The 
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value of an asset is a function of both its 
physical condition and its remaining service 
life. There is nothing necessarily inconsistent 
between property in 90% condition and an 
existing reserve for depreciation of 90% of 
the cost of the property. The implication in 
the case is that the reserve was suspiciously 
large because of the high degree of physical 
condition. A definite interpretation and de- 
cision on this point would greatly facilitate 
the work of the regulatory commissions. 

Los Angeles Gas & Electric Corporation v. 
Railroad Commission.** This case is particu- 
larly interesting because it approves the un- 
usual methods followed by the California 
commission in its treatment of depreciation. 
This commission has consistently used the 
sinking fund method of calculating both the 
periodic allowance and the accrued depre- 
ciation, and has used an undepreciated rate 
base. The court recognized a distinction be- 
tween the “fair value,” to obtain which 
there must be a deduction for depreciation, 
and the “rate base” which is used to test 
the reasonableness of the rate of return and 
which may be undepreciated. The calcula- 
tions of annual and accrued depreciation 
were undisturbed. 


Although the accrued depreciation was... 
treated by the Commission as deductible, in 
order to arrive at fair value, the Commission 
thought that operating results under the fair 
value theory could best be shown by using an 
undepreciated rate base... 

No ground appears for challenging the findings 
of the Commission, made upon inspection and 
appraisal, that the accrued depreciation of the 
property amounted to $7,650,000. While not ad- 
mitting the accuracy of the finding, the Com- 
pany does not undertake to contest it here, but 
takes the amount as the maximum which can be 
allowed upon the evidence. In determining pres- 
ent value, deduction must be made for accrued 
depreciation ... But the Commission made its 
calculation of the company’s return . . . upon the 
rate base it fixed, undepreciated. 


This decision appears to involve a contra- 
diction of terms and concepts, for “‘a fair 


28 289 U.S. 287 (1983); P.U.R. 1988C, 229. Appeal 
from a district court decree refusing to restrain en- 
forcement of an order of the California Railroad Com- 
mission reducing rates. 
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return on a fair value,”’ or the identity of the 
rate base and the fair value, has been a canon 
of public utility regulation ever since Smyth 
v. Ames. The explanation is arithmetical 
rather than philosophical. When the sinking 
fund method is used, the periodic deprecia- 
tion on an asset is a constant figure, equiva- 
lent to the deposit which would be required 
at a given rate of interest to accumulate to 
the cost of the asset at the end of a given 
period of time. The income from the fund 
plus the constant assessment against opera- 
tions builds up the reserve and the fund to 
the required amount. Under the plan used 
by the California commission, if there is an 
actual fund, it is not included in the inven- 
tory of property on which a rate of return 
is expected, and the earnings of the fund are 
credited to the reserve; if there is no fund, 
but the assets representing the reserve for 
depreciation are invested generally in the 
operating property of the utility, a deduc- 
tion is made from the net income equal to 
the amount which would be earned on a 
special fund and this amount is credited to 
the reserve. The net income is compared 
with an undepreciated rate base, but the net 
effect of this policy is the same as though the 
fund had been included in the rate base and 
a corresponding deduction made for accrued 
depreciation, with the entire earnings being 
taken into account and the total additions to 
the reserve being treated as an operating ex- 
pense. In other words, the California un- 
depreciated rate base method gives the same 
net results as the depreciated rate base 
method, if the same data are used for com- 
parison. 

“Inspection and appraisal” was again 
mentioned as the appropriate method for 
arriving at accrued depreciation. 

Clark’s Ferry Bridge Co. v. Public Service 
Commission.2® The principal evidence used 
to establish the rate base was cost of repro- 
duction less depreciation. The lower court 
did not make a specific deduction for depre- 


29 291 U.S. 227 (1934). Appeal from a judgment of 
the Superior Court of Pennsylvania affirming an 0 
of the Pennsylvania Public Service Commission pre- 
scribing a tariff of tolls to be charged on a certain toll 
bridge. 
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ciation accrued since a prior appraisal, but 
it used this omission to offset items which 
were not included in the original cost figures, 
so the effect is the same as though a specific 
deduction had been made. 


It does not appear that the court made any 
deduction from the amount of the fair value as 
determined in 1926 by reason of the depreciation 
accrued during the succeeding years. There was 
controversy as to the extent of that depreciation. 
Appellant’s engineers allowed for the four and 
one-half years which had elapsed to the time of 
their survey the sum of $16,282. The commis- 
sion’s engineer estimated the accrued deprecia- 
tion for six years at $41,403. The court thought 
that the latter figure was ‘‘nearer the actual ac- 
crued depreciation than the estimate of the com- 
pany,” but the court apparently treated such 
accrued depreciation as largely offset by the 
“extra allowance, over the contractor’s bid, for 
concrete and cofferdams.” The court decided 
that no harm was done the appellant by leaving 
the fair value at $767,800. 


Much of the discussion centered around 
the annual allowance for depreciation, the 
company having claimed an allowance con- 
siderably in excess of that allowed by the 
commission and approved by the lower 
court. Depreciation was conceived as a pro- 
tection against impairment of investment 
resulting from age and use. 


There is no question as to the fact of deprecia- 
tion. It was established, as respondent admits, 
that concrete bridges deteriorate from the mo- 
ment of their completion; that there are chemical 
changes in their structure . .. which cannot be 
stopped in their process or their effects removed. 
With this understanding, the question is as to the 
amount which should annually be allowed which 
will serve adequately to protect the investment 
from impairment due to age and use. . . . 


Except for the fact that the commission 
used one of the smaller estimates of the life 
of the bridge, there was no recognition, im- 
plicit or explicit, of the factors of obsoles- 
cence or inadequacy which are frequently 
the primary causes of bridge replacements. 

One of the most interesting points in the 
case is the opinion of the court that the ac- 
crued deductible depreciation and the an- 
nual allowance for depreciation need not be 
mathematically consistent. The doctrine 
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stated in Smith v. Illinois Bell Telephone Co., 
supra, to the effect that future depreciation 
allowances should be based upon past ex- 
perience is reaffirmed. 

Respondent urges that the annual allowance 
asked by appellant was plainly too large and con- 
trasts it with appellant’s claim for accrued de- 
preciation; that is, as the court stated, appel- 
lant’s engineers “allow an accrued depreciation 
for the four and a half years elapsing to the 
time of their survey of $16,282, but claim a yearly 
depreciation allowance thereafter of $21,210.” 
While it is recognized that accrued depreciation, 
as it may be observed and estimated at a given 
time, and an appropriate allowance of deprecia- 
tion according to good accounting practice, need 
not be the same, there is no rule which requires 
an allowance to be made or continued which in 
the light of experience is shown to be extrava- 
gant.... 


These comments of the court on the incon- 
sistency between the calculation of deprecia- 
tion for the rate base and for the periodic 
allowance are not very satisfying, and the 
same criticism can be made of the discussion 
in Smith v. Illinois Bell Telephone Co. where 
the point made by the lower court as to the 
inconsistency was ignored. It is difficult to 
see how equitable results will be obtained if 
a utility is allowed to charge periodic depre- 
ciation on one basis and have the deductible 
depreciation for rate base purposes com- 
puted on another basis. It will either receive 
a return on capital contributed by the con- 
sumers to cover depreciation or it will be 
deprived of a return on its own capital in- 
vestment, depending upon whether the an- 
nual depreciation rate is larger or smaller 
than the rate used to calculate the accumu- 
lated depreciation. It may not be possible 
to correct past errors by manipulation of 
future rates, but policies for the future can 
be made consistent. 

The decision comments at some length 
upon the point that the Supreme Court is 
concerned only with the constitutionality of 
the depreciation provisions made by the 
commissions and not with the particular 
method of calculation. We cannot expect, 
for instance, that a decision will ever be 
rendered in favor of the straight line method 
over the sinking fund method of calculating 


the 
ryth 
tical 
king 
cla- 
iva- 
lired 
e to 
iven 
und 
era- 
d to 
sed 
San 
ven- 
turn 
are 
nd, 
» for 
the 
duc- 
il to 
ma 
d to 
ared 
» net 
the 
and 
ued 
eing 
sto 
un- 
ame 
pase 
om- 
gain 
for 
vice 
ised 
pro- 
ourt 
pre- 
nt of 
order 


258 


the periodic charge. The commission allowed 
depreciation on a basis which involved the 
calculation of interest on a fund and this 
was approved by both lower and higher 
courts. 

After reviewing the testimony, and the methods 
of calculation which the parties advocated, the 
court thus stated its conclusion: “The com- 
mission allowed $7,678 annually. This sum set 
aside each year, with 4 per cent simple interest 
will in fifty years produce approximately $767,800 
sufficient to rebuild the bridge as now valued. 
The straight line method advocated by the com- 
pany will in fifty years with 4 per cent simple 
interest produce a fund twice as great as that 
necessary to replace the bridge. The straight 
line method is often used for short-lived struc- 
tures, or plants of a character that they can be 
restored from time to time to the original con- 
dition of efficiency. . . . It is not so fair or equi- 
table when applied to a long-lived structure or 
one that is disintegrating gradually and con- 
tinuously and not capable of being restored to 
its original condition. The company may not be 
required to apply the income received from the 
depreciation fund to make up any deficit of oper- 
ation (Board of Public Utility Commissioners v. 
New York Telephone Co., 271 U. S. 23...), 
but it is not entitled to an allowance which, ex- 
clusive of interest earned on the fund, will be 
sufficient to rebuild the bridge, when its life is 
done, but only to such an allowance as will with 
reasonable interest added make a fund sufficient 
to replace the bridge, when it requires replace- 
ment.” In this view, the court thought the 
amount allowed by the commission to be “fair 
and reasonable in the circumstances.” . . 

The question of the amount which should be 
allowed annually for depreciation is a question of 
fact....In reviewing the findings of the state 
court we are not required to enter a debatable 
field of fact and to choose and prescribe an in- 
variable method of computation. To justify the 
overruling of the determination of the state court 
we must be able to see that what has been done 
will produce the result which the Constitution for- 
bids. Considering the nature of the property, and 
upon facts shown by the evidence, the state court 
has allowed appellant to reserve annually, and 
use for its own purposes, an amount which ac- 
cording to common experience may be expected 
to produce a sum adequate to replace the property 
on the expiration of its life. We find it impossible 
to say, from a constitutional standpoint, that an- 
other method should have been employed or a 
greater amount allowed. 
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It is noteworthy that the court again thinks 
of the depreciation reserve as a financial pro. 
vision for replacing the property, even 
though replacement is by no means essential 
and the probability of a fund being created 
equal to the amount required by replacement 
is far from certain; and it ignores the possi- 
bility that depreciation would continue and 
have to be accounted for even though earn- 
ings were not large enough to cover depre- 
ciation. 

Lindheimer v. Illinois Bell Telephone Co.™ 
This case is supplementary to Smith », 
Illinois Bell Telephone Co., supra. The for- 
mer decision remanded the case to the dis- 
trict court for further proceedings and the 
present case is an appeal from the final de- 
cree of the lower court.*' The district court, 
following its instructions from the Supreme 
Court, revised its previous estimates of de- 
preciation “‘to place them on the basis of 
the present value of the property.” 


The court found that the fair rate of deprecia- 
tion to be applied to reproduction cost new was 
16 per cent for the years 1923 to 1928, inclusive, 
and 15 per cent for the succeeding years. .. . 


The amounts allowed by the district court 
were about 95% of the charges made by 
the company on its books, which were based 
upon original cost, and the company claimed 
that still larger allowances should be per- 
mitted on the reproduction cost basis. 

Depreciation is an important issue in this 
case and it is discussed at some length by 
the higher court. There is a concise state 
ment of the nature and causes of deprecia- 
tion, and of the purpose of including a 
periodic charge in the operating expenses. 
Obsolescence and inadequacy are definitely 
included as factors to be taken into account 
and the maintenance of the integrity of the 
investment is again emphasized as the major 
purpose of the regular allowance. 


Broadly speaking, depreciation is the loss, not 
restored by current maintenance, which is due to 


30 292 U. S. 151 (1934). Appeal from a decree of 8 
district court in favor of the plaintiff in a suit to restrain 
enforcement of telephone rates prescribed by the Illi- 
nois Commerce Commission. 

3 Tllinois Bell Telephone Co. v. Gilbert, 3 F. Supp. 
595; P.U.R. 1933E, 301. 
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all the factors causing the ultimate retirement of 
the property. These factors embrace wear and 
tear, decay, inadequacy, and obsolescence. An- 
nual depreciation is the loss which takes place 
in a year. In determining reasonable rates for 
supplying public service, it is proper to include 
in the operating expenses, that is, in the cost of 
producing the service, an allowance for consump- 
tion of capital in order to maintain the integrity 
of the investment in the service rendered. .. . 


The court describes with considerable de- 

tail the straight line method, using original 
cost as the basis of the calculations, which 
has been followed by the company in the 
past. 
The amount necessary to be provided annu- 
ally for this purpose is the subject of estimate 
and computation. In this instance, the company 
has used the “‘straight line’? method of computa- 
tion, a method approved by the Interstate Com- 
merce Commission. 177 I.C.C. pp. 408, 418. By 
this method the annual depreciation charge is 
obtained by dividing the estimated service value 
by the number of years of estimated service life. 
The method is designed to spread evenly over 
the service life of the property the loss which is 
realized when the property is ultimately retired 
from service. According to the principle of this 
accounting practice, the loss is computed upon 
the actual cost of the property as entered upon 
the books, less the expected salvage, and the 
amount charged each year is one year’s pro rata 
share of the total amount. Because of the many 
different classes of plant, some with long and 
some with short lives, some having large salvage 
and others little salvage or no salvage, and be- 
cause of the large number of units of a class, the 
company employs averages, that is, average 
service life, average salvage of poles, of tele- 
phones, etc. 

While property remains in the plant, the esti- 
mated depreciation rate is applied to the book 
cost and the resulting amounts are charged cur- 
rently as expenses of operation. The same 
amounts are credited to the account for deprecia- 
tion reserve, the ““Reserve for Accrued Depre- 
ciation.”” When property is retired, its cost is 
taken out of the capital accounts, and its cost, less 
salvage, is taken out of the depreciation reserve 
account. According to the practice of the com- 
pany, the depreciation reserve is not held as a 
separate fund, but is invested in plant and equip- 
ment. As the allowances for depreciation, credited 
to the depreciation reserve account, are charged 
to operating expenses, the depreciation reserve 
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invested in the property thus represents, at a 
given time, the amount of the investment which 
has been made out of the proceeds of telephone 
rates for the ostensible purpose of replacing capi- 
tal consumed. . . . 


It is then pointed out that the test of the 
acceptability of any particular method of 
calculating depreciation is experience, that 
is, whether the resulting accumulations are 
too small or too large to accomplish their 
purpose. The burden of proof is placed upon 
the company to show that its charges have 
not been excessive. 


If the predictions of service life were entirely 
accurate and retirements were male when and as 
these predictions were precisely fulfilled, the de- 
preciation reserve would represent the consump- 
tion of capital, on a cost basis, according to the 
method which spreads that loss over the re- 
spective service periods. But if the amounts 
charged to operating expenses and credited to the 
account for depreciation reserve are excessive, to 
that extent subscribers for the telephone service 
are required to provide, in effect, capital con- 
tributions, not to make good losses incurred by 
the utility in the service rendered and thus to 
keep its investment unimpaired, but to secure 
additional plant and equipment upon which the 
utility expects a return. 

Confiscation being the issue, the company 
has the burden of making a convincing showing 
that the amounts it has charged to operating ex- 
penses for depreciation have not been excessive. 
That burden is not sustained by proof that its 
general accounting system has been correct. The 
calculations are mathematical, but the predic- 
tions underlying them are essentially matters of 
opinion. They proceed from studies of the “‘be- 
havior of large groups” of items. These studies 
are beset with a host of perplexing problems. 
Their determination involves the examination of 
many variable elements and opportunities for 
excessive allowances, even under a correct system 
of accounting, are always present. The necessity 
of checking the results is not questioned. The pre- 
dictions must meet the controlling test of ex- 
perience. 


The company weakened its case for its 
usual annual allowance by claiming much 
smaller deductible depreciation than the 
annual provisions accumulated in its re- 
serve for depreciation. It denied any neces- 
sary relationship between the balance in 
the reserve and the “actual” depreciation. 
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In explanation of this large difference, the 
company urges that the depreciation reserve in a 
given year does not purport to measure the actual 
depreciation at that time; that there is no regu- 
larity in the development of depreciation; that it 
does not proceed in accordance with any fixed 
rule; that as to a very large part of the property 
there is no way of predicting the extent to which 
there will be impairment in a particular year. 
Many different causes operating differently at 
different times with respect to different sorts of 
property produce the ultimate loss against which 
protection is sought. As the accruals to the de- 
preciation reserve are the result of calculations 
which are designed evenly to distribute the loss 
over estimated service life, the accounting re- 
serve will ordinarily be in excess of the actual 
depreciation. Further there are the special con- 
ditions of a growing plant; “there are new plant 
groups in operation on which depreciation is 
accruing but which are not yet represented, or are 
but slightly represented, in the retirement 
losses.’’ Where, as in this instance, there has been 
a rapid growth, retirements at one point of time 
will relate for the most part to the smaller pre- 
ceding plant, while the depreciation reserve ac- 
count is currently building up to meet the 
“increased eventual retirement liability’’ of the 
enlarged plant. 


The court did not deny the validity of the 
proposition that there need not be com- 
plete correspondence between the actual or 
deductible depreciation and the amount in 
the reserve, but did feel that in view of the 
high degree of maintenance in which the 
property continuously was kept and the 
high percentage of physical condition found 
by the appraisers, the discrepancy was too 
large in this case and that the depreciation 
allowances had been excessive. 

Giving full weight to these considerations, we 
are not persuaded that they are adequate to 
explain the great disparity which the evidence 
reveals. As the company’s counsel say: “The 
reserve balance and the actual depreciation at 
any time can be compared only after examining 
the property to ascertain its condition; the de- 
preciation, physical and functional, thus found 
can be measured in dollars and the amount com- 
pared with the reserve.” Here we are dealing not 
simply with a particular year, but with a period 
of many years—a fairly long range of experi- 
ence—and with careful and detailed examina- 
tions made both at the beginning and near the 
end of that period. The showing of the condition 
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of the property, and of the way in which it has 
been maintained, puts the matter in a strong 
light. In substance, the company tells us: The 
property in Chicago is a modern Bell system 
plant. Through the process of current mainte- 
nance, worn, damaged, or otherwise defective 
parts were being constantly removed before their 
impairment affected the telephone service. The 
factors of “‘inadequacy”’ and “obsolescence” were 
continuously anticipated by the company, so 
that the telephone service might not be im- 
paired, “and no depreciation of that character 
was ever present in the plant, except to the slight 
extent that obsolete items of plant were found,” 
as stated by the company’s witnesses. One of 
these witnesses testified that, in his examination 
of the plant to determine existing depreciation, 
he understood “that anything that was obsolete 
or inadequate was to be depreciated accord- 
ingly.”’ We are told by the company that in that 
investigation “Condition new was assumed to be 
free from defects or impairment of any kind, that 
is, perfect or 100% condition, and the thing as it 
stood in actual use in the plant was compared 
with the same thing new.” “All existing deprecia- 
tion, both physical and functional, was reduced 
to a percentage, and subtracted from 100 per 
cent.” The service measured up to the standards 
of the telephone art at all times. The plant capa- 
ble of giving such service “‘was not functionally 
deficient, in any practical sense. This is not to 
say that parts of the plant did not from time to 
time become inadequate or obsolete, but that the 
Company continuously anticipates and forestalls 
inadequacy and obsolescence. Before a thing be- 
comes inadequate or obsolete it is removed from 
the plant.” But little variation was found in the 
percentage of existing depreciation during the 
years 1923 to 1931. The company points out that 
the commission found, in its order of 1923, that 
the property was then “in at least 90 per cent 
condition.” “The weighted total or overall con- 
dition,” the company shows, “is 90 per cent for 
the years 1923-1928 and 92 per cent for subse- 
quent years.” ... 

In the light of the evidence as to the expendi- 
tures for current maintenance and the proved 
condition of the property—in the face of the dis- 
parity between the actual extent of depreciation, 
as ascertained according to the comprehensive 
standards used by the company’s witnesses, and 
the amount of the depreciation reserve—it can- 
not be said that the company has established that 
the reserve merely represents the consumption 
of capital in the service rendered. Rather it ap- 
pears that the depreciation reserve to a large 
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extent represents provision for capital additions, 
over and above the amount required to cover 
capital consumption. This excess in the balance 
of the reserve account has been built up by ex- 
cessive annual allowances for depreciation charged 
to operating expenses. 


The discussion of the maintenance charges 
of the company contains a good presentation 
of the theoretical difference between main- 
tenance and depreciation as expense charges, 
and some indication of the practical diffi- 
culties involved in making such a distinction. 


In the process of current maintenance, “new 
parts” are “installed to replace old parts” in 
wits of property not retired. Such “substitu- 
tions or ‘repairs’ ’’ are separate from the amounts 
which figure in the depreciation reserve. The 
distinction between expenses for current main- 
tenance and depreciation is theoretically clear. 
Depreciation is defined as the expense occasioned 
by the using up of physical property employed as 
fixed capital; current maintenance, as the ex- 
pense occasioned in keeping the physical property 
inthe condition required for continued use during 
its service life. But it is evident that the distinc- 
tion is a difficult one to observe in practice with 
scientific precision, and that outlays for main- 
tenance charged to current expenses may in- 
volve many substitutions of new for old parts 
which tend to keep down the accrued deprecia- 
tion... . 


The court felt that the excessive amount 
of depreciation accumulating in the reserve 
destroyed the validity of any claim of con- 
fiseatory rates. 


In answer to appellants’ criticism, the com- 
pany suggests that an adjustment might be made 
by giving credit in favor of the telephone users 
“in an amount equal to 33 per cent upon the 
difference between the depreciation reserve and 
the amount deducted from the valuation for exist- 
ing depreciation.”” The suggestion is beside the 
point. The point is as to the necessity for the an- 
nual charges for depreciation, as made or claimed 
by the company, in order to avoid confiscation 
through the rates in suit. On that point the com- 
pany has the burden of proof. We find that this 
burden has not been sustained. Nor is the result 
changed by figuring the allowances at the some- 
what reduced amounts fixed by the court below. 

We find this point to be a critical one. The 
questionable amounts annually charged to operat- 
ing expenses for depreciation are large enough to 
destroy any basis for holding that it has been 
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convincingly shown that the reduction in income 
through the rates in suit would produce confisca- 
tion. 


Justice Butler, in a special concurring 
opinion, pointed out that the straight line 
method of calculating depreciation used by 
the company was not “in harmony with the 
principle of our decision in United Railways 
Electric Co. v. West... supra which re- 
quires replacement cost to be taken as the 
basis of calculation.”” He presented a table 
which showed that the balance in the re- 
serve for depreciation remained around 26 
or 27% of the cost of the property, includ- 
ing land, throughout the years 1923 to 1931, 
even though the cost of the property in- 
creased rapidly during that period. He also 
presented several tables of statistics to show 
the relation between maintenance and de- 
preciation charges. He drew the conclusion 
that depreciation charges were not neces- 
sary to equalize maintenance charges in 
proportion to income. He definitely refused 
to approve a method of depreciation calcula- 
tion based on expired service life, and ac- 
cepted the proposition that the plant as a 
whole rather than the individual parts must 
be taken into account. In general, he sup- 
ported the “retirement reserve” philosophy 
of depreciation accounting. 


This comparison serves to test the claim that 
the depreciation reserve is needed in order to 
equalize annual cost of upkeep in relation to 
revenue. If the period covered is typical, the last 
statement strongly suggests that no reserve ac- 
count is necessary for that purpose. . . . 

From the foregoing it justly may be inferred 
that charges made according to the principle 
followed by the company create reserves much 
in excess of what is needed for maintenance. The 
balances carried by the company include large 
amounts that never can be used for the purposes 
for which the reserve was created. In the long 
run the amounts thus unnecessarily taken from 
revenue will reach about one-half the total cost 
of all depreciable parts of the plant. The only 
legitimate purpose of the reserve is to equalize 
expenditures for maintenance so as to take from 
the revenue earned in each year its fair share of 
the burden. To the extent that the annual charges 
include amounts that will not be required for 
that purpose, the account misrepresents the cost 
of the service. 


has 
ong 

he 
em 
nte- 
ive 
heir 

he 
ere 

80 
im- 

er 
ght 
d,” 
of 
ion 
ion, 
lete 
hat 
» be 
hat 
s it 

PC 
ia- 
ced 
per 
rds 
pa- 
ally 
to 
> to 
the 
alls 
be- 
om 
the 
the 
hat 
hat 
ent 
on- 
for 
idi- 
ed 
dis- 
on, 
sive 
and 
hat 
jon 
ap- 
ge 


262 


The company’s properties constitute a com- 
plex and highly developed instrumentality con- 
taining many classes of items that require re- 
newal from time to time. But, taken as a whole, 
the plant must be deemed to be permanent. It 
never was intended to be new in all its parts. 
It would be impossible to make it so. Expendi- 
tures in an attempt to accomplish that would 
be wasteful. Amounts sufficient to create a re- 
serve balance that is the same percentage of total 
cost of depreciable items as their age is of their 
total service life cannot be accepted as legitimate 
additions to operating expenses. In the absence 
of proof definitely establishing what annual de- 
ductions from revenues were necessary for ade- 
quate maintenance of the property, the com- 
pany is not entitled to have the rate order set 
aside as confiscatory. 


There seems to be plenty of evidence that 
the reserve for depreciation kept on the 
books of the company had been accumulat- 
ing too rapidly, but the general tone of the 
decision goes to the other extreme of accept- 
ing physical condition as a measure of value. 
Under the interpretation of accrued depre- 
ciation as a measure of expired service life, 
a reserve equal to 20 or 30 or even 50% of 
the cost of property would not necessarily 
be excessive, although it is of course true 
that in a period of expansion the reserve 
should not remain at such a high percentage. 
An inconsistency between the reserve and 
the deductible depreciation is accepted un- 
critically by the court, but it does not appear 
that a good brief on this point has ever been 
presented to the court. In this case the 
utility adopted the usual tactics of claiming 
a high annual allowance and a low deduction 
for accrued depreciation and the court was 
forced to render its decision without the 
assistance of a well organized presentation 
of the depreciation policies involved in the 
situation. 

Dayton Power & Light Co. v. Public Utili- 
ties Commission.” There is little discussion 
of depreciation in this case. There is, how- 
ever, evidence that the court treats the 
rates and methods adopted by the com- 
missions as presumptively correct. 

One unusual procedure, which is approved 

2 292 U.S. 290 (1934). Appeal from a decree of the 


Supreme Court of Ohio affirming a rate order of the 
Ohio Public Utilities Commission. 
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by the court, is the establishment of a re. 
serve for maintenance, with a corresponding 
fund of assets. 


The commission allowed as a charge against the 
operating expenses of the affiliated seller an an. 
nual reserve of $667,612 to be placed in a sinking 
fund and devoted to the maintenance of the 
plant, with the exception of the wells and their 
equipment which had been separately cared for 
in the allowance for depletion. 

The appellant has failed to show in any con. 
clusive or convincing way that this reserve will 
be inadequate. 


The provision for a periodic depreciation 
allowance discloses little as to the basis of 
the calculation other than its consistency 
with the past practice of the company as 
shown on its annual reports to the com- 
mission. 


The commission also allowed as a charg 
against the appellant’s operating expenses an an- 
nual reserve in the amount of 2 per cent of the 
‘depreciable property”’ employed by the appel- 
lant in the business of distribution. 

The percentage so fixed is stated to be in ac. 
cord with the practice of the appellant as dis 
closed in its annual reports on file with the com- 
mission. 

The contention that the percentage of allov- 
ance should have been 4 per cent instead of ? 
has no basis in the evidence. 


The deduction for depreciation in the rate 
base was a considerably higher percentage 
than is usually approved for other types d 
utilities. (In general more liberal allowances 
and larger deductions are made for the gas 
utilities, since the end of the life of the 
principal assets—gas wells and their equip- 
ment—is more apparent than in the case d 
other types of utilities where the assets cat 
be replaced and the enterprise apparently 
go on indefinitely in the same location.) The 
court did not meet directly the objection 
made by the utility of excessive deductions 
but merely said that the expense allowances 
for depletion and amortization of leases wer 
sufficiently excessive to make up for aly 
possible extravagance in depreciation de 
ductions. 

In determining the price to be paid for gas d 


livered at the gateways, the commission ap 
praised the wells and equipment of the affiliate! 
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seller as having suffered a depreciation of 58.1126 
per cent. The appellant insists that the deprecia- 
tion is excessive. 

There is evidence that the method of computa- 
tion adopted by the commission is in accordance 
with the accepted practice of mining engineers. 
The practice is to ascertain the rock pressure at 
the initial flow of the gas and again at the time 
of the appraisal, and to measure the depreciation 
by the reduction thus disclosed. The wells and 
their equipment have only a scrap value after the 
exhaustion of the gas, and contents and con- 
tainers thus depreciate together. 

The appellant, though complaining that the 
percentage of depreciation is excessive, has had 
a benefit, more than equivalent to any injury, 
in the enhancement of the allowance for amor- 
tization and depletion 


The court approved the principle of an 
allowance of an operating charge for amorti- 
zation and depletion, although it thought the 
particular amount allowed might be exces- 
sive. Its defense of the necessity for such a 
charge is found in Columbus Gas & Fuel Co. 
v. Public Utilities Commission, infra, where 
the lower court had definitely prohibited 
such an allowance in testing the fairness of 
the rates. 

Columbus Gas & Fuel Co. v. Public Utilities 
Commission.** This case is noteworthy in 
that it clears up a confusion which has long 
existed between the treatment of depletion 
and depreciation. The court points out that 
a state may prohibit an allowance for de- 
pletion in arriving at a taxable income, but 
that it cannot prohibit the deduction of an 
allowance for depletion in arriving at a con- 
stitutionally valid return on the value of the 
utility’s property. The depreciation doc- 
trines developed in Knogville v. Knozville 
Water Co., supra, are cited in support of this 
opinion, so the conclusion may be drawn 
that depreciation and depletion are to be 
treated alike in rate regulation. 


We have seen in the Dayton Case that, in 
determining the price to be paid for gas delivered 
at the gateway, the commission included among 
the operating expenses of the affiliated seller an 
annual allowance ...to amortize the value of 


_ * 292 U.S. 398 (1934). Appeal from a decree of the 
Supreme Court of Ohio setting aside a rate order of the 
Ohio Public Utilities Commission. 
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leaseholds ... and of the well-structures and 
equipment used in connection therewith, and 
thus provide a fund that would restore the de- 
pleted capital when the gas had been exhausted. 
The same allowance was made here. 

Upon the appeal by the city of Columbus to 
the Supreme Court of Ohio, the item thus al- 
lowed was excluded altogether. The court did not 
deny that without the creation of a fund to re- 
plenish wasting assets the affiliated seller would 
be left with only a salvage value for leases, wells, 
and fittings after the exhaustion of the gas. It 
puts its judgment upon the ground that the 
statute of Ohio defining the powers of the com- 
mission and the method of appraisal makes no 
provision for depletion . . . and that the statute, 
and nothing else, gives the applicable rule. We 
may assume in submission to the holding of that 
court that the amortization allowance must be 
rejected if the rate-making process is to con- 
form to the rule prescribed by statute, irrespec- 
tive of any other. That assumption being made, 
the conclusion does not follow that the statutory 
procedure may set at naught restrictions imposed 
upon the states and upon all their governmental 
organs by the Constitution of the nation. 

To withhold from a public utility the privilege 
of including a depletion allowance among its 
operating expenses, while confining it to a return 
of 6} per cent upon the value of its wasting assets, 
is to take its property away from it without due 
process of law, at least where the waste is inevi- 
table and rapid. The commission has found that 
the life expectancy of the operated gas fields is 
only three years and two months. If that holding 
is correct, the owner of the exhausted fields will 
find itself in a brief time with wells and leases 
that are worthless and with no opportunity in the 
interval to protect itself against the impending 
danger of exhaustion. Plainly the state must either 
surrender the power to limit the return or else 
concede to the business a compensating privilege 
to preserve its capital intact. Knoxville v. Knox- 
ville Water Co. . . . There is nothing to the con- 
trary of this in cases such as Burnet v. Harmel, 
287 U. S. 108...,; Stratton’s Independence, 
Ltd. v. Howbert, 231 U. S. 399... , and Gold- 
field Consolidated Mines Co. v. Scott, 247 U. S. 
126. .. . The profits of a mine may be treated as 
income rather than as capital if the state chooses 
so to classify them and to tax them on that basis. 
This is far from saying that in the process of rate 
making depletion of the capital may be disre- 
garded by the agencies of government in figuring 
the interest returned on the investment. “‘Before 
coming to the question of profit at all the com- 
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pany is entitled to earn a sufficient sum annually 
to provide not only for current repairs, but for 
making good the depreciation and replacing the 
parts of the property when they come to the end 
of their life.” Knoxville v. Knoxville Water 
Co. ... It is idle to argue that a company using 
up its capital in the operations of the year will 
have received the same return as one that at the 
end of the year has its capital intact and interest 
besides. 

We hold that a fair price for gas delivered 
at the gateway includes a reasonable allowance 
for the depletion of the operated gas fields and 
the concomitant depreciation of the wells and 
their equipment... . 

There being error in the reduction of the ap- 
pellant’s operating expenses by the refusal to 
make provision for replenishing the wasting assets 
of its affiliated companies, the decree is reversed 
and the cause remanded to the Supreme Court of 
Ohio for further proceedings not inconsistent 
with this opinion. 


This treatment of depletion and depreciation 
in the same way is logically and practically 
sound. One could wish, however, that the 
court had not been so positive in its assertion 
that a charge to operations for depletion 
will “provide a fund that would restore the 
depleted capital’ when such a result could 
occur only under the assumption that the 
depletion charges, together with other oper- 
ating costs, were covered by the earnings. 

The court considers an objection to the 
allowance for depreciation on property other 
than well structures and equipment, and it 
points out that the depreciation allowance 
assumes a going concern, that it is not a 
problem of providing for abandoned prop- 
erty. 


Objection is made that the annual depreciation 
allowance . . . for depreciable property other than 
well structures and equipment is less than is 
necessary to maintain the property intact. 

We considered this objection in the Dayton 
Case and overruled it. In this case, however, the 
appellant submits a computation which is in- 
tended to prove that in measuring depreciation 
certain items of property, such as land and rights 
of way, have been omitted altogether. The record 
tells us nothing as to the location of this property 
or its present or prospective uses. Whether it has 
relation to the operated fields or the fields to be 
opened in the future there is nothing to inform us. 
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Certainly land and rights of way may not he 
characterized as wasting assets in the absence of 
explanation that would stamp that quality upon 
them. In saying this we do not forget that an 
abandonment of the business might bring about a 
sharp reduction in the value of the plant, aside 
from well structures and equipment. There jg 
nothing to show, however, that any such aban- 
donment is planned or even reasonably probable, 
On the contrary, the course of business makes it 
clear that, when the fields in use shall be ex. 
hausted, the business will extend to others, and 
this for an indefinite future, or certainly a future 
not susceptible of accurate estimation. We find 
no reason for a revision of our conclusion that the 
depreciation reserve has not been proved to be 
inadequate. 


At another point, when considering a 
further objection to the depreciation allowed 
by the commission, the court again indicates 
its unwillingness to interfere with the work 
of the commission in its arrangement of the 
details of the periodic depreciation cal- 
culation. 


Objection is made that there was an inade- 
quate allowance ... for the annual depreciation 
of the physical assets in Columbus. 

The value of those assets, together with general 
overheads, as fixed by the commission, was 
$3,927,647. The depreciation reserve at the end of 
1929 was $1,166,762.30, and at the end of 1930 
$1,251,886.77. On the other hand, the accrued 
depreciation (which was taken at the company’s 
own figures) was only $710,659 as compared with 
a reproduction cost new of $4,638,326. 

The commission determined that, in view of 
the large reserve and the good condition of the 
plant, the allowance asked for by the company 
($174,880.24) was too high, and that $68,196 was 
adequate. 

This is slightly less, it is true, than the amount 
($88,695.03) suggested by a witness for the city, 
but the commission was at liberty to form its own 
judgment. In any event, the rule of de minimis is 
applicable where the difference is so trivial in its 
effect upon the rate. . . . 


It may be noted that, as in other cases, the 
court does not assume any necessary equal- 
ity between the reserve for depreciation and 
the accrued depreciation on the property. 
SUMMARY AND CONCLUSIONS 


The United States Supreme Court has not 
had occasion to pass upon all of the theories 
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and practices which have developed in con- 
nection with depreciation of public utility 
property, but it has given consideration to 
a good many of them. The following propo- 
sitions indicate the position of the court on 
several important issues. 


Accounting for Depreciation 


Depreciation is an operating cost, a deter- 
minant rather than a distribution of net in- 
come. Knoxville v. Knoxville Water Co., 
212 U. S. 1 (1909); Lincoln Gas & Electric 
Light Co. v. Lincoln, 223 U. S. 349 (1912); 
Denver v. Denver Union Water Co., 246 
U.S. 178 (1918); Lindheimer v. Illinois Bell 
Telephone Co., 292 U. S. 151 (1934). This 
interpretation of depreciation is especially 
significant in view of the common practice 
of the utilities to treat depreciation as a de- 
duction from net income. 

The principal purpose of depreciation ac- 
counting is to provide for the financing of re- 
placements of property. Knoxville v. Knox- 
ville Water Co., 212 U.S. 1 (1909); Railroad 
Commission v. Cumberland Telephone & 
Telegraph Co., 212 U. S. 414 (1909) ; Lincoln 
Gas & Electric Light Co. v. Lincoln, 223 
U. S. 349 (1912); Cedar Rapids Gas Light 
Co. v. Cedar Rapids, 223 U. S. 655 (1912); 
Galveston Electric Co. v. Galveston, 258 
U.S. 388 (1922); United Railways & Electric 
Co. v. West, 280 U. S. 234 (1930); Clark’s 
Ferry Bridge Co. v. Public Service Com- 
mission, 291 U. S. 227 (1934). Until 1930 
the provision for replacements could have 
been interpreted as merely providing for the 
original cost of retired assets, but in United 
Railways & Electric Co. v. West there was a 
definite recognition of the price fluctuation 
factor and the recording of depreciation was 
expected to finance replacements at the in- 
creased price level. There is some suspicion 
of the validity of sizeable depreciation re- 
serves as being unnecessary for replacement 
requirements. 

It is unfortunate that the court has 
adopted this conception of the function of 
depreciation accounting. The financing of 
replacements is an important problem in 
financial management toward which the re- 
cording of depreciation can often make an 
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important contribution, but depreciation 
must be accounted for whether specific items 
of property are to be replaced or not, assets 
are retained in the business as a result of the 
depreciation entry only when there is no 
net loss, and the depreciation entries alone 
cannot provide adequately for the replace- 
ment cost in a period of rising prices. It is 
difficult to conceive the court’s taking a 
consistent position during a period of falling 
prices, that is, that less than the original 
cost of property can be recovered in the 
earnings, that depreciation charges must be 
reduced if the cost of reproduction of the 
property falls. 

Another purpose of depreciation accounting 
is to prevent the impairment of capital invest- 
ment. Knoxville v. Knoxville Water Co., 
212 U. S. 1 (1909); Galveston Electric Co. 
v. Galveston, 258 U. S. 388 (1922); Clark’s 
Ferry Bridge Co. v. Public Service Com- 
mission, 291 U. S. 227 (1934); Lindheimer 
v. Illinois Bell Telephone Co., 292 U.S. 151 
(1934). This point is emphasized with suffi- 
cient frequency to give it some significance, 
but just what constitutes the capital invest- 
ment which is to be protected is none too 
clear. In Knoxville v. Knoxville Water Com- 
pany the expression “original investment” 
was used, but, if this means the original cost 
of the property of the utility, it is incom- 
patible with United Railways & Electric Co. 
v. West in which the proper basis for the de- 
preciation calculation was said to be present 
or reproduction cost, so that provision would 
be made for the replacement cost. In Lind- 
heimer v. Illinois Bell Telephone Company, 
however, as Justice Butler pointed out in a 
special concurring opinion, the court did 
not insist upon the use of reproduction cost 
and approved the calculation made on the 
original cost basis. It seems quite likely, 
therefore, that the conception of deprecia- 
tion accounting as a provision for replace- 
ments has often been considered as the 
equivalent of the maintenance of original 
investment, which would be true only under 
the assumptions of static prices and of 
literal and inevitable replacement. 

The prevention of impairment of original 
capital investment is a much more feasible 
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proposition than the provision for replace- 
ments. It still depends for its fulfillment 
upon sufficient earnings to cover all of the 
expenses including depreciation, but other- 
wise it is a workable concept which avoids 
the impracticable features of the replace- 
ment doctrine. 

The provision for depreciation should cover 
losses caused by obsolescence and inadequacy 
as well as wear and tear from age and use. 
Simpson v. Shepard (The Minnesota Rate 
Cases), 230 U. S. 352 (1913); Kansas City 
Southern Railway Co. v. United States, 231 
U. S. 423 (1913); Denver v. Denver Union 
Water Co., 246 U. S. 178 (1918); Lindheimer 
v. Illinois Bell Telephone Co., 292 U.S. 151 
(1934). In general, the attitude of the court 
seems to be that the depreciation charge 
should cover any reasonably predictable 
factor which will bring about the retirement 
of an asset from use. 

It is both a right and a duty of the utility to 
provide adequately for depreciation. Knoxville 
v. Knoxville Water Co., 212 U.S. 1 (1909); 
Galveston Electric Co. v. Galveston, 258 
U. S. 388 (1922). Unearned depreciation in 
the past cannot be recovered by charging 
higher rates in the future. 

The maintenance policy and the accounting 
methods followed by the utility in handling re- 
pairs and replacements help to determine the 
appropriate depreciation allowance. Lincoln 
Gas & Electric Light Co. v. Lincoln, 223 
U. S. 349 (1912); Lindheimer v. Illinois Bell 
Telephone Co., 292 U. S. 151 (1934). A pol- 
icy of keeping the property in a state of good 
repair will tend to extend the physical life of 
property and lower the periodic charge for 
depreciation. The practice of charging the 
cost of many replacements directly to oper- 
ating expenses will reduce the amount which 
has to be covered by the depreciation allow- 
ance. In Dayton Power & Light Co. v. Public 
Utilities Commission, 292 U. S. 290 (1934), 
the use of a reserve for maintenance and a 
special maintenance fund was approved. 

The allowance made for depreciation as- 
sumes that the property is being used by a 
going concern. Columbus Gas & Fuel Co. v. 
Public Utilities Commission, 292 U. S. 398 
(1934). This eliminates the confusion of 
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second-hand or liquidation values, and per- 
mits rates for depreciation to be set which 
take into account the particular circum- 
stances of the property and of the utility 
under consideration. 

The Supreme Court is interested only in the 
constitutionality of depreciation provisions 
and not in the details of methods, rates, ete, 
Van Dyke v. Geary, 244 U. S. 39 (1917); 
Georgia Railway & Power Co. v. Railroad 
Commission, 262 U. S. 625 (1923); Clark’s 
Ferry Bridge Co. v. Public Service Com- 
mission, 291 U. S. 227 (1934); Dayton 
Power & Light Co. v. Public Utilities Com- 
mission, 292 U. S. 290 (1934); Columbus 
Gas & Fuel Co. v. Public Utilities Commis- 
sion, 292 U. S. 398 (1934). The court has 
said several times that the depreciation rate 
and the method of calculation are questions 
of fact with which it is not directly con- 
cerned; it treats the rates and methods pre- 
scribed by the commissions as presumptively 
correct. No preference is shown for the 
straight line, sinking fund, or annuity meth- 
ods of calculation. 

Experience is the best test of the acceptability 
of depreciation methods. Lincoln Gas & 
Electric Co. v. Lincoln, 223 U. S. 349 (1912); 
Smith v. Illinois Bell Telephone Co., 282 
U. S. 183 (1930); Clark’s Ferry Bridge Co. 
v. Public Service Commission, 291 U. S. 227 
(1934); Lindheimer v. Illinois Bell Tele- 
phone Co., 292 U. S. 151 (1934). It is said 
that depreciation allowances should be 
based upon a study of past requirements. 
Depreciation reserves are considered exces- 
sive if they accumulate so rapidly that they 
obviously have more than provided for prop- 
erty replacements. Even the definite state- 
ment in United Railways & Electric Co. v. 
West, that depreciation should be calcu- 
lated on the basis of cost of reproduction, 
was ignored and the original cost basis ap- 
proved in Lindheimer v. Illinois Bell Tele- 
phone Company on the ground that the re- 
serve was more than adequate. 

Errors in past depreciation rates cannot 
affect rates for the future. Galveston Electric 
Co. v. Galveston, 258 U. S. 388 (1922); 
Public Utility Commissioners v. New York 
Telephone Co., 271 U. S. 23 (1926); Smith 
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y, Illinois Bell Telephone Co., 282 U. S. 133 
(1980). A utility cannot be forced to omit 
ot reduce its depreciation allowance and 
charge rates for its services which would 
otherwise be confiscatory in order to offset 
an excessive past accumulation of deprecia- 
tin; and it cannot ask for rates which are 
high enough to make up past deficiencies in 
depreciation. It is usually maintained that 
the consumer has no equitable interest in 
the depreciation reserve. 

This doctrine seems highly legalistic and 
unless interpreted liberally will place a con- 
siderable handicap upon effective regulation 
by the commissions. It forces the utilities to 
try to charge excessive depreciation, while 
the commissions, in order to protect the 
consumer’s interests, are forced to be nig- 
gardly in their depreciation allowances, 
since neither side can expect to have an 
equitable adjustment made for past errors. 

Depletion and depreciation are to be treated 
alike in judging the adequacy of public utility 
rates. Dayton Power & Light Co. v. Public 
Utilities Commission, 292 U. S. 290 (1934); 
Columbus Gas & Fuel Co. v. Public Utilities 
Commission, 292 U. S. 398 (1934). 

The dissenting opinions contain a number 
of ideas concerning the depreciation allow- 
ance which either do not appear in the ma- 
jority opinions or are in conflict with them. 
Justice Butler definitely approves the “re- 
tirement reserve’ method of accounting for 
depreciation whereby the reserve is kept at 
a minimum estimated to meet the require- 
ments of the retirements in any one period, 
and the additions to the reserve are made 
irregularly either by appropriations of sur- 
plus or charges to operating expenses. Lind- 
heimer v. Illinois Bell Telephone Co., 292 
U.S. 151 (1934). Justice Brandeis thinks of 
the depreciation provision primarily as an 
equitable distribution of costs, analogous 
in principle to mutual insurance. He pre- 
sents a strong and lengthy support for 
the use of original cost as the proper basis 
for the depreciation calculation, emphasizing 
the practical difficulties of using the present 
value basis. He makes a clear distinction 
between the depreciation reserve and depre- 
ciation fund, and believes that the deprecia- 
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tion claimed by the utilities should be con- 
sistent with that shown in their published 
statements. United Railways & Electric 
Co. v. West, 280 U.S. 234 (1930). Justice 
Stone, in the same case, supports the use of 
original cost as the basis for the periodic 
calculation. 

In conclusion, it may be said that the 
Supreme Court recognizes the necessity of 
some systematic recognition of depreciation 
as a cost of operations of public utilities. 
It does not sponsor any particular technique. 
but merely insists that a method and rates 
be prescribed which will adequately main- 
tain the capital investment, or provide for 
replacements, and which will permit the 
charging of rates for the services rendered 
by the utility which are neither so low as to 
be confiscatory or so high as to permit the 
earning of an unreasonable rate of return. 
The present attitude of the court may be 
criticized as giving undue emphasis to the 
provision for financing replacements, as 
failing to recognize the necessity of having 
earned the depreciation in order to bring 
about the expected financial results, and 
for its unnecessary rigidity in connection 
with the adjustment of past errors in depre- 
ciation estimates. 


Depreciation in Rate Base Valuation 


Some deduction for depreciation is generally 
required in rate base valuations. “Fair present 
value” is usually interpreted so as to require 
a deduction for “accrued” depreciation. 
The only exception is found in Los Angeles 
Gas & Electric Corporation v. Railroad Com- 
mission, 289 U.S. 287 (1933), where the court 
approved an undepreciated rate base in 
connection with the use of the sinking fund 
method, and drew a curious distinction be- 
tween “fair value”’ and the rate base instead 
of justifying its decision on more obvious 
and reasonable technical grounds. 

Reproduction cost less depreciation is used 
most frequently as the rate base. Denver v. 
Denver Union Water Co., 246 U. S. 178 
(1918); Galveston Electric Co. v. Galveston, 
258 U. S. 388 (1922); Clark’s Ferry Bridge 
Co. v. Public Service Commission, 291 U. S. 
227 (1934). In some cases this basis is men- 
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tioned as only one factor to be taken into 
account, but it generally appears to be the 
most significant figure in the final valuation. 
Des Moines Gas Co. v. Des Moines, 238 
U.S. 153 (1915); Georgia Railway & Power 
Co. v. Railroad Commission, 262 U.S. 625 
(1923); Bluefield Water Works & Improve- 
ment Co. v. West Virginia Public Service 
Commission, 262 U. S. 679 (1923). 

The calculation of periodic depreciation 
need not be consistent with the calculation of 
deductible depreciation. Clark’s Ferry Bridge 
Co. v. Public Service Commission, 291 U.S. 
227 (1934); Lindheimer v. Illinois Bell Tele- 
phone Co., 292 U.S. 151 (1934). This doc- 
trine is also implied by the discussion and 
methods followed in other cases. McCardle 
v. Indianapolis Water Co., 280 U. S. 234 
(1930); Columbus Gas & Fuel Co. v. Public 
Utilities Commission, 292 U.S. 398 (1934). 
There are a few indications of the desirability 
of consistency. Railroad Commission v. 
Cumberland Telephone & Telegraph Co., 
212 U. S. 414 (1909); United Railways & 
Electric Co. v. West, 280 U. S. 234 (1930), 
in both the majority opinion in support of 
basing depreciation on reproduction cost, 
and Justice Brandeis’ description of the pru- 
dent investment base in his dissenting 
opinion. 

A distinction is usually drawn between 
the reserve for depreciation and the “‘ac- 
crued” or deductible depreciation. The 
former is treated as merely a matter of 
technical bookkeeping procedure, of making 
periodic charges to operations so as to take 
care of replacement requirements; while 
the latter may be determined independently 
of the reserve whenever an appraisal of the 
property is made, and it should take into 
account the condition of the property at 
the time and any other relevant factors. This 
“accrued” depreciation would be deducted 
even though no depreciation reserve had 
been set up on the books of the utility, or 
regardless of the size of the reserve. 

Accrued depreciation determined by inspec- 
tion is to be given preference over age-life 
calculations. Pacific Gas & Electric Co. v. 
San Francisco, 265 U. S. 403 (1924); Mc- 
Cardle v. Indianapolis Water Co., 272 U.S. 
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400 (1927); Smith v. Illinois Bell Telephone 
Co., 282 U.S. 133 (1930); Los Angeles Gas 
& Electric Corporation v. Railroad Commis. 
sion, 289: U. S. 287 (1933); Lindheimer y. 
Illinois Bell Telephone Co., 292 U.S, 15] 
(1934). This proposition is closely associated 
with and is perhaps one reason for the ap. 
proval of the inconsistency between the 
bookkeeping and appraisal calculations of 
accrued depreciation. The members of the 
court have been impressed with the testi- 
mony of engineers as to the physical condj- 
tion of the property and yet have felt that 
the accounting procedures were also in con- 
formity with good business practice, so the 
conclusion was reached that they were deal- 
ing with two procedures which were not 
necessarily intimately related. At any rate, 
a calculation of accrued depreciation has to 
be supported by good evidence of having 
been checked by a careful inspection of the 
property before it becomes acceptable. 

The principal objection to this emphasis 
upon the importance of inspection is that 
the typical engineering calculation of “con- 
dition per cent” ignores the fact that the 
value of property to its owner depends not 
only upon its physical condition and the 
efficiency of the service it is rendering, but 
also upon the length of time in the future 
during which the service will be forthcom- 
ing. The physical inspection is valuable in 
ascertaining what will be the probable re- 
maining life of an asset, but an asset in 90% 
service condition with ten years of remain- 
ing life is certainly worth more than a 
asset in the same condition with only five 
years of service left in it. These appraisals 
tend, therefore, to over-value the property 
and to give results which cannot be i- 
corporated into any systematic scheme for 
accounting for depreciation. 

A blind acceptance of an age-life calcula- 
tion, however, is equally objectionable. The 
conditions surrounding the use of the par 
ticular asset should be given adequate cot- 
sideration, and the depreciation rates should 
be changed whenever a careful inspectiol 
reveals that the original estimates of service 
life were inaccurate. Each method should 
give the same results if all the relevant 
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factors are taken into account and if the 
same basis, such as original cost or repro- 
duction cost, is used in the calculation. 

Appreciation and going value must be 
treated separately and not be allowed to offset 
accrued depreciation. Simpson v. Shepard 
(The Minnesota Rate Cases), 230 U.S. 352 
(1913). 

Obsolescence should be taken into account in 
the deductible depreciation. Pacific Gas & 
Electric Co. v. San Francisco, 256 U.S. 403 
(1924). The appraisals made solely on the 
basis of inspection of the property and the 
calculation of the condition per cent tend to 
minimize the effect of probable obsolescence. 

The attitude of the court on the deduction 
of depreciation in arriving at rate base val- 
uations can be criticized for its undue 
rigidity and for the failure of most of the 
members of the court to appreciate the 
financial and accounting implications of the 
various methods and proposals. 

The policy of computing the deductible 
depreciation without regard to the account- 
ing practices and records of the utility tends 
to create an inequitable situation. Almost 
inevitably, either a deduction is made for de- 
preciation which the utility has not been 
able to charge and earn under the rules of 
the commission, or, what is more frequently 
the case, a deduction is made for consider- 
ably less than the amount accumulated in 
the reserve, thereby giving the utility the 
right to ask for earnings on a greater amount 
of property than that represented by the 
invested capital. From the legal point of 
view it may be valid to maintain that the 
consumer has no interest, equitable or other- 
wise, in that portion of the assets repre- 
sented by the depreciation reserve, as the 
court does in Public Utility Commissioners 
v. New York Telephone Co., 271 U. S. 23 
(1926), but the court would do well to give 
more weight to Justice Brandeis’ observa- 
tion that “rate regulation is an intensely 
practical matter,” give some recognition to 
the fact that depreciation is at best a crude 
estimate, and allow for equitable adjust- 
ments of past errors and of discrepancies be- 
tween recorded and observed accrued de- 
preciation. Certainly some such approach 
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to the problem is highly desirable in order 
to prevent the problem of rate regulation 
from developing into a feud between the 
commissions and the utilities with each side 
spending more time and energy in maneuver- 
ing toward strategically advantageous posi- 
tions than in working out practical schemes 
for handling the many complex problems of 
valuation and accounting. 

The adoption of reproduction cost as the 
most significant factor in valuation compli- 
cates the treatment of deductible deprecia- 
tion and probably accounts to a consider- 
able extent for the development of the inde- 
pendence of the treatment of depreciation 
in valuation cases from its treatment as a 
periodic operating charge. If prices have 
risen, the deductible depreciation should be 
proportionately increased in order to arrive 
at a figure which can legitimately be called 
“present” value. If the operating charge for 
depreciation is not raised to the same basis, 
the utility does not receive the full benefit of 
the new price level in its operating costs 
and receives no assistance in financing the 
higher replacement cost. (It previously has 
been shown that raising the depreciation 
charge to the new basis cannot provide com- 
pletely for the higher replacement cost.) 
But the utility, since much if not most of 
its capital is obtained with the use of fixed 
obligations which do not vary with changing 
price levels, will receive a disproportionate 
increase in its corporate surplus from the 
use of the increased values. The apprecia- 
tion of the old assets will provide the increase 
in the stockholders’ equity and the deprecia- 
tion of these higher values, if earned, will 
enable the utility to finance an investment 
in total property in the future which is 
greater in dollars and cents than the orig- 
inal capital investment. There will have to 
be some additional investment from some 
source, however, to make up the difference 
between the replacement cost and the 
amount recovered by depreciation charges. 
If, on the other hand, prices have fallen, the 
deductible depreciation should be propor- 
tionately decreased. The total recovered de- 
preciation, if reduced to the new basis, will 
be greater than the cost of replacement but 
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not as great as the original cost. But the 
fixed indebtedness was used to purchase as- 
sets at their original cost and all of the loss 
will fall on the stockholders’ share. 

If the rate of return is based upon present 
or reproduction cost but the regular depre- 
ciation charge is left on the original cost 
basis, the reserve for depreciation and the 
amount of deductible depreciation would 
necessarily be different in amount but they 
could be kept consistent on a proportionate 
basis, that is, each one using the same esti- 
mates of life, scrap value, etc. But, in a 
time of rising prices, new capital would 
have to be found for all of the excess of the 
replacement cost over the original cost and 
the operating charges would be under- 
stated in the sense that they would not 
reflect current conditions. In a time of fall- 
ing prices, the entire excess of original cost 
over replacement cost would be recovered, 
if earned, by means of the depreciation 
charges and this would be available to the 
utility as additional working capital. The 
operating charges would in the sense men- 
tioned above be overstated. In either case, 


however, the original capital investment in 
dollars and cents would presumably be re- 
covered and be available to meet the fixed 
obligations of the company. 

Few if, any, of these considerations have 
been given the attention of the court, prob- 
ably because they have never been pre- 
sented adequately by the attorneys of either 
side. Justice Brandeis is apparently the only 
member of the court who has worked out 
anything like a consistent and complete 
philosophy of the situation, but his prudent 
investment theory seems to stand little 
chance of acceptance by the majority of the 
court. In view of the numerous complex 
and conflicting problems and interests in- 
volved in the entire situation, the writer is 
inclined to favor the use of original cost as 
the basis of the periodic depreciation calcula- 
tion regardless of whatever basic principle 
may be used for the rate base valuation. It 
would seem highly desirable, however, to 
introduce enough consistency, so that the 
reserve for depreciation and the deductible 
depreciation would otherwise be comparable. 
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FINANCIAL STATEMENTS OF NATIONAL 
WEALTH AND NATIONAL INCOME 


T. 


tional Income,” by Morris A. Cope- 

land, in the February (1932) issue of 
The Journal of Political Economy, points 
out that the national income statement “has 
relationships to the statement of national 
wealth or national balance sheet which are 
analogous to the relationships of a corporate 
income statement to the corporation’s bal- 
ance sheet.”” This observation intrigues the 
accountant. The possibilities of setting up 
fnancial statements for the national in- 
come and the national wealth are for the 
most part unexplored in published works on 
these subjects. The interrelationship be- 
tween the income sheet and the Balance 
Sheet is here especially important. Although 
new capital for private enterprises is largely 
drawn from outside sources through the sale 
of securities rather than from impounded 
earnings from operations; new capital (Na- 
tional Wealth) for the nation as a whole 
must come almost exclusively from saved 
national income (impounded earnings). 

It should be pointed out, in the beginning, 
that we are here concerned only with defi- 
nitely measurable national wealth. It is not 
contended that this is the only sort of wealth 
that a people may possess and from which 
income capable of a definite money meas- 
urement may be derived. The often repeated 
phrase “health is wealth’’ suggests other con- 
cepts of wealth that cannot be booked except 
as they are realized in larger incomes and 
even then may escape tabulation as wealth 
unless saved. The accountant, however, is 
generally not concerned with imponder- 
ables of this sort until they enter the stream 
of business transactions and thus come to 
have money values attached to them. The 
student of national wealth can at best in- 
clude them in his estimates only by de- 
scription. In general, students of national 
income have, in the past, recognized the pos- 
sibility of attacking the problem by either 
of two methods, (1) estimating the incomes 
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produced by individuals and (2) estimating 
the incomes earned by individuals. The first 
method, commonly referred to as the “net- 
value-product” method, relies largely on 
corporate data for the several industries, 
secured from census reports and from in- 
come-tax returns for business enterprises. 
The procedure involves setting up income 
statements for the several industrial groups 
and combining or consolidating these state- 
ments in such a way as to avoid double 
counting, by eliminating certain “intercom- 
pany” items appearing as income in one in- 
dustry and as expense in another, which are 
not, at least at that point, income for the 
group, or national income. These inter- 
company items are made up of sales to and 
purchases from other business enterprises 
rather than individuals. Their elimination 
from the total sales and total purchases, re- 
spectively, leaves as a remainder, sales to 
and purchases from individuals, which alone 
account for the flow of national income. The 
net value-product of an industry is char- 
acterized by the staff of the National 
Bureau of Economic Research as an estimate 
of the changes in the value added by the 
several industries to what they buy; it is 
similar to ““Value Added by Manufacture” 
as reported by the Census Bureau. 

The second method aims to estimate in- 
come received by individuals in the form of 
salaries and wages, interest, dividends, rents, 
and so on, which constitute what is generally 
referred to as realized income. Data necessary 
for estimating realized income are drawn 
largely from personal income-tax returns 
and special studies of wages and salaries in 
the lower (tax-exempt) income brackets. 
The estimate of income received by indi- 
viduals must be supplemented by an esti- 
mate of proprietary incomes reinvested in 
corporate enterprises. These estimates con- 
stitute the total incomes earned and of 
course, are equal to the incomes produced. 

National Wealth and Income, published 


in 
re- 
ave 
ob- 
re- 
her 

nly 
out 

ete 

ent 
ttle 

the 
lex 

in- 

r is 

as 

la- 
iple 

to 
the 
ible 
ble. 


272 


by the Federal Trade Commission in 1926 
relied, for the most part, on estimates fur- 
nished by the Census Bureau and the 
Treasury Department. In contrast to most 
of the other studies of national income, the 
Commission attempted an estimate of na- 
tional wealth as a part of its contribution. 
The interrelationships, referred to above, be- 
tween the national wealth and the national 
income especially the identity of saved in- 
come and the increase in national wealth, 
were not expressed in the report. 


The method chosen for estimating the in- 
come of the people of the United States (by the 
Commission) was that of estimating the 
amount of value created by industry in each 
of the calendar years under review. ... The 
value product of industry, or value created by 
it, is not the whole value of its product or 
services. The values represented, for example, 
by the raw materials used and by the trans- 
portation services necessary to bring them 
to the place of use are values created by other 
industries. The value product of an indus- 
try ..., therefore, may be defined as the ex- 
cess of the gross value of its product over all 
that portion of its cost of acquisition, produc- 
tion, sale, delivery, etc., that was paid away 
to other businesses.” 


In discussing the personal distribution of 
wealth, the Commission points out the dis- 
tinction between wealth and property. 


Definitions of property, it is pointed out, “‘de- 
scribe it as a ‘right and interest a person has 
in wealth to the exclusion of others.’ Property 
is a distinctly legal conception. Wealth con- 
sists especially of material things having eco- 
nomic value that are transferable from one to 
another owner. Since, especially as regards the 
more permanent forms of wealth and those 
that yield income, the individual is more in- 
terested in property rights than in the actual 
wealth, it is natural to inquire why, in an at- 
tempt to inventory national wealth, the prop- 
erty point of view is generally disregarded and 
the more materialistic conception adhered to.”’ 


The “property” and the “wealth” points of 
view, just as the “incomes produced” and 
the “incomes received” conceptions, are 
alternative rather than complementary. In 
fact the wealth of the people of a nation 
could be estimated with equal accuracy, if 
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the data were available, by either method 
they might both be used, one to check the 
accuracy of the other. The accounting tech- 
nique, as used in business, employs just this 
sort of dual conception of property and of 
income, together with the conception of the 
identity of saved income and increase in 
wealth, as the most basic of its postulates. 

Most of the previous studies of national 
income in the United States have necessarily 
made use of accounting data, both as found 
in census reports and as secured directly 
from business enterprises. Some of the previ- 
ous studies have attempted estimates both 
of the national income produced, and of 
the national wealth, classified by industries. 
None of these inquiries has, so far as [| 
know, made any attempt to set up annual 
income statements and annual balance 
sheets, by industries, purporting to identify 
business savings and the increase in national 
wealth controlled by industry. Only in a very 
indirect manner has total saved income been 
identified with total increase in national 
wealth in previous studies. It is my belief 
that coordinated annual income statements 
and annual balance sheets, by industries, 
patterned after recognized accounting tech- 
nique, would not only afford valuable checks 
on the reasonableness of estimates in both 
statements, but would offer positive bases 
for estimating some of the more difficult 
items of national income and _ national 
wealth; especially the saved income which 
is common to both. The accounting tech- 
nique is intrinsically adapted to disclosing 
both the incomes produced and the in- 
comes paid out by industries (received by 
individuals) and to disclosing wealth classi- 
fied by kind, by industries controlling it, 
and by its ownership. 

It is the purpose of this paper to illustrate 
how the annual income statements and 
annual balance sheets for the privately- 
owned electric light and power companies in 
continental United States may be combined 
to disclose the National Income Accounted 
for and the National Wealth controlled by 
this Industry for the years 1921-1931 In- 
clusive. The Census of Electrical Industries 
reports financial data for this industry every 
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five years and those for the years 1922 and 
1927 form the bases for the estimates here 
presented. 

The scope of the study is limited to a 
single industry in order to outline in detail 
a procedure which, it is believed might to 
advantage be applied to other industries in 
estimating total national income and total 
national wealth. The findings of the present 
study may then be regarded as a component 
of a more comprehensive study embracing 
all of the industrial groups into which the 
national wealth and the national income 
are generally classified. 

Fundamental Concepts. Preliminary to 
measuring the income of a group of people 
collectively, it is obviously desirable to sur- 
vey the several concepts that are more or 
less commonly held regarding income and 
the various situations in which these con- 
cepts are employed. (A previous article)! 
undertakes such a review, outlining the ac- 
countant’s concepts in particular and dis- 
cussing in some detail his basic assumptions 
and technique in accounting for business 
income. An Inquiry is here made into the 
adaptability of these assumptions and tech- 
nique to the determination of national in- 
come and the relation of governmental ac- 
tivities to the income of the people. 

The Data Used and the Technique Em- 
ployed in Making the Estimates Presented 
in this Study. The Census of Electrical In- 
dustries published financial statements for 
the “Commercial Central Electric Light and 
Power Stations’ in the United States for 
two of the years included in the period un- 
der review, 1922 and 1927. A critical analysis 
of these data, especially of their reliability for 
this purpose, is here undertaken. Wherever 
the particular data required were separately 
and distinctly reported by the census, their 
reliability obviously cannot be challenged; 
they are accepted as basic for the estimates 
in other years. 

In order to estimate the financial data for 
the years not reported by the census, com- 
prehensive sample data are compiled from 
the published reports of a large number of 
representative companies in this industry. 
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Interpolating. In estimating particular 
financial data, as for example gross revenues, 
for years not reported by the census, the 
fluctuations described by the corresponding 
sample data are, in general, considered as 
representative of the variations in these data 
for the whole industry. The census data, em- 
bracing the whole industry, are obviously in 
larger aggregates than the corresponding 
sample data which cover only a part of the 
industry. In order to place the two series 
on comparable bases, index numbers, basic 
at 1927, are calculated for both series. This 
facilitates a comparison of the rates of 
change from 1922 to 1927 between the two 
series. If the rates of change are nearly the 
same, the representativeness of the sample 
data is assumed to be nearly perfect. What- 
ever percentage disparity is disclosed be- 
tween the two rates of change is distributed 
equally over the intervening years and an 
adjusted series of indices of yearly fluctua- 
tions for the industry calculated. Yearly ag- 
gregate data for the particular item are then 
calculated directly from these adjusted in- 
dex numbers. 

Summary of Results and Forms for Exhibit- 
ing Them. Based upon the census data and 
estimates, statements of the national income 
accounted for and of the national wealth con- 
trolled by an industry may be exhibited as 
shown in Tables I, II, and III. The state- 
ments are here presented as an example of 
the forms that might well be used in summa- 
rizing national data classified by industries. 
In the discussion that follows, special atten- 
tion is given to the adaptability of these 
forms for presenting the parallel comple- 
mentary aspects of national income and 
of national wealth and of exhibiting the 
several component parts of these aspects. 

The National Income Accounted for by an 
Industry. The conventional form of income 
statement prepared by the accountant in 
reporting the financial operations of business 
enterprises may be rewritten in the forms 
shown in Table I, and Table II, to disclose 
the two complementary aspects of national 
income originating in an industry and the 
component parts of these aspects. The an- 
nual national income accounted for by an 
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industry may be viewed, in the first place, 
as the sum of all the goods and services pro- 
duced in the industry as a part of all the 
goods and services produced by the national 
economy. The value of these contributions to 
the annual net product of the nation is re- 
ferred to as “The National Income Pro- 
duced” in the industry (Table I). Secondly, 
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ing nomenclature as the “Gross Revenue” 
of the industry. It represents the value of 
all the final product completed in the in- 
dustry that has been sold in the markets of 
the nation. It is made up of the value of 
the inchoate goods and services purchased 
from other industries and the values added 
thereto by the industry making the final 


Tasie I 


STATEMENT OF THE NATIONAL INcoME Propucep BY THE PRIVATELY-OwNneED Ecectric Licut 
AND Power INpustrRY (IN MILLIONS OF CURRENT DOLLARS) 


1921 | 1922 |£1923 | 1924 | 1925 | 1926 | 1927 | 1928 | 1929 | 1930 | 1931 


Gross Revenues. .... 872 970 | 1129 | 1244 | 1396 | 1569 | 1702 | 1849 | 2059 | 2089 | 2088 


The total value-output of 
the industry 

Product produced by other 
industries 

425 502 | 601 
Total value-product of the 
industry 

Surplus Charges............ 9 9 29 
Wealth lost or consumed 
without producing income 
during the current year 


Income Produced... . me 416 493 


Or 


572 607 682 727 736 | 819] 810 86 
672 789 887 975 | 1113 | 1240 | 1278 | 1298 


23 10 10 21 10 30 14 40 


649 779 | 877 | 954] 1103 | 1210 | 1264 | 1188 


the annual national income accounted for 
by an industry may be viewed from the 
standpoint of the equities of the individuals 
who have been responsible for its produc- 
tion. The value of these equities or shares 
(measuring the value of the respective con- 
tributions to the national product) in the 
net product of the industry is referred to as 
the “National Income Earned”’ in the in- 
dustry (Table IT). In amounts, the national 
income produced in an industry and the 
national income earned in that industry are 
equal. The national income earned is simply 
an equitable distribution of the national in- 
come produced, they are but different as- 
pects of the same total. 

The statement of national income pro- 
duced in an industry Table I may be re- 
solved into three elements, (1) the “Total 
Value-Output” of the industry, (2) the 
“Total Value-Product”’ of the industry, and 
(3) the “Net Value-Product” of the in- 
dustry. The total value-output of an in- 
dustry is commonly referred to in account- 


sale. The total value-product of an industry 
measures the value added by an industry to 
what it purchases from other industries. 
This amount represents the total annual 
addition, originating in the industry, to the 
national income produced. One of the char- 
acteristics of our competitive economy, 
motivated as it is by private initiative for 
profit, is that there are business risks. Un- 
fortuitous adventures in business leave in 
their wake calamitous losses of portions of 
the wealth of the nation that do not produce 
any income at all. Thus the “Net Value- 
Product” of an industry commonly amounts 
to something less than the total product of 
that industry. These losses are referred to as 
“Surplus Charges.” 

The statement of income earned in an in- 
dustry Table II is generally subclassified by 
students of national income into two major 
components. (1) the “Income Realized” in 
the industry and (2) the “Income Rei- 
vested” in the industry, or (1) as “Personal 
Service Income” and (2) as “Property In- 
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come.” The income realized in an industry 
is the amount of remuneration paid out to 
the individuals who have contributed serv- 
ices of one kind or another to the industry. 
The income reinvested in the industry meas- 
ures the amount of income that is not paid 
out but is saved and reinvested in the in- 
dustry. The realized incomes are made up of 


Financial Statements of National Wealth and National Income 


275 


Corporate savings are always assumed to be 
entirely entrepreneurial income; they are re- 
ferred to as “Income Reinvested.” 
Methods of Exhibiting Total National In- 
come. Since measurable incomes are prac- 
tically all earned in business undertakings 
of some sort, a consolidation of the state- 
ments of national income by industrial 


Tas.e II 


STATEMENT OF THE NATIONAL INcoME IN THE PrivaTELty-Ownep Etectric Licutr 
AND Power InpustTrRY (IN MILLIONS OF CURRENT DOLLARS) 


1921 | 1922 | 1923 


1924 | 1925 | 1926 | 1927 | 1928 | 1929 | 1930 | 1931 


93 | 113] 183 
Income realized by the 
wage-earners 

65 81 99 
Income realized by salaried 
employees 


Total Personal Services....... 158 194 | 232 
Total Personal Service In- 
comes Realized 

Taterest Charges............. 102 | 109 
Realized Income of long- 


Realized Income of Resid- 
ual Owners 


Total Property Income....... . 195 | 2388 | 274 
Total Income Realized from 
property services 


Total Realized Income........ 353 432 506 
Total incomes paid out for 
services 

Net Income Reinvested........ 63 61 66 


Income produced and rein- 
vested in the industry 


Total Income Earned.........| 416 | 493 | 572 


144 | 164) 183 | 201 | 225 | 246 | 249 | 226 


117 | 154] 166) 183 197 | | 188 


1384 | 153] 167 | 183 | 200 | 211 | 227 


598 | 696 771 | 843 | 957 | 1080 | 1154 | 1141 


payments for personal services and property 
services, and the incomes are commonly re- 
ferred to as “‘Personal Service Incomes” and 
“Property Incomes.” The personal service 
incomes consist for the most part of ““Wages” 
and “Salaries,” and are generally regarded 
as entirely realized incomes, that is, they 
are usually thought of as having been paid 
out as the services are received. Property 
incomes are of two kinds, “Interest,” which 
is entirely realized, and “Entrepreneurial 
Incomes.” Entrepreneurial incomes that are 
realized are in the form of “Dividends.” 


groups makes up the total national income. 
The method of exhibiting these data for the 
nation as a whole is identical with that of 
exhibiting them for single industries except 
for the items representing the balance of 
foreign payments. This item appears only in 
the income produced statement and is de- 
ducted (or added) after Surplus Charges, 
before net value-product or net national in- 
come produced is determined. The income 
earned statement refers only to incomes 
earned by the people of the nation. 

The National Wealth Controlled by an In- 
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dustry. As in the case of the national income accountant in reporting the financial condi- 
accounted for by an industry, the national tion of a business enterprise. The first see. 
wealth controlled by an industry may be tion of this statement views the national 
viewed from two separate but comple- wealth in terms of the several kinds of 
mentary aspects. Table III employs the con- wealth controlled by an industry. The items 
ventional form of balance sheet used by the in this classification may largely be ascer- 


Taste III 


STATEMENT OF THE NATIONAL WEALTH CoNTROLLED BY THE PrRIVATELY-OwWNED ELECTRIC 
Licut AND Power InpustrRY (IN MILLIONS OF CURRENT DOLLARS) 


The Kinds of National Wealth 


1921 | 1922 | 1923 | 1924 | 1925 | 1926 | 1927 | 1928 | 1929 | 1930 | 1931 


Plant and Equipment...... 3616 | 3950 | 4645 | 5694 | 6401 | 7362 | 8172 | 8963 | 9999 |10662 | 10909 
The amount of national 
wealth invested in the per- 
manent physical property 
which has not been recov- 


ered 

Materials and Supplies...... 97 92; 128| 186] 185|] 153} 148) 152 168 | 157 | 141 
The national wealth invest- 
ed in current consumable 
goods 

102 112 142 195 200 163 355 257 320 305 | 327 
Representing the demand 
on goods and services at 
current prices 


Total National Wealth........ 3815 | 4164 | 4915 | 6025 | 6736 | 7678 | 8675 | 9372 |10487 |11124 |11377 
The total national wealth 
controlled by the industry 


Property Rights in the National Wealth 


1921 | 1922 | 1923 | 1924 | 1925 | 1926 | 1927 | 1928 | 1929 | 1930 | 1931 


Invested Capital. . 1661 | 1905 | 2256 | 2759 | 3333 | 3651 | 4822 | 4598 5161} 5445] 5804 
The permanent investment 
of the residual owners in 
the industry 

Surplus...... ; .| 199 260 326 378 461 567 677 823 953) 1063) 1110 
The temporary inv estment 
of the residual owners in the 
industry 


Total Proprietorship. . : 1860 | 2165 | 2583 | 3187 | 3794 | 4218 | 4999 | 5421 6114| 6508) 6914 
The total investment of the 
residual owners 


Funded Debt. 1939 | 1992 | 2232 | 2531 | 2854 | 3073 | 3582 | 3706 3737) 3999) 4379 
The property rights of long- 
term creditors............. 16 rf 101 357 88 387 94 245 636 617 84 


Current Debt............. 
The temporary investment 
of short-term creditors 


Total Tnabilitice. .........-.. 1955 | 1999 | 2333 | 2888 | 2942 | 3460 | 3676 | 3951 4373| 4616] 4468 
Property rights of creditors | 3815 | 4164 | 4915 | 6025 | 6736 | 7678 | 8675 | 9372 | 10487) 11124) 11377 

Total Property Rights......... 
Total investment in the 
property of the industry 
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tained by the inventory method, that is, by 
actual inspection and count, for the most 
part they are made up of physical property. 
The second part of the above statement con- 
cerns the ownership or equitable distribution 
of the wealth controlled by the industry. 
This equitable distribution is classified by 
the types of equity, or security evidencing 
the equity. In amount the national wealth 
controlled by an industry is equal to the 
equities in this wealth; they are different 
aspects of the same total. 

The two aspects of national income and of 
national wealth implied in the above state- 
ments are respectively parallel concepts. In 
each case the attention is first focused on the 
physical wealth and second on the equity or 
property rights in the wealth. That is, in 
the statement of national income produced 
and in that of the kinds of national wealth 
controlled, the emphasis is placed on the 
physical aspect of the wealth produced and 
controlled. In the statement of income earned 
and in that of the property rights in the 
wealth controlled, we are thinking of the 
equities in or claims to the wealth produced 
and the wealth owned by the people of the 
nation. In both sets of statements, it should 
be pointed out, the amounts refer to current 
money measurements. 

Methods of Exhibiting Total National 
Wealth, A complete enumeration of the 
wealth of a nation generally undertakes 
simply an inventory of the kinds of physical 
property within the national boundaries, of 
which Table III is an example. This pro- 
cedure, conceivably, may not measure the 
wealth, the income from which accrues to 
the people of the nation. In some countries 
foreigners own a considerable portion of the 
material property, and the incomes derived 
therefrom are paid to the people of other 
nations, in the form of materials and serv- 
ices. In such an instance, the national wealth 
including the foreign-owned property, bears 
no reasonable relationship to the incomes 
accruing to the people of the nation in which 
the wealth is situated, nor does this national 
wealth approximate the sum of the properties 
of each of the individuals in the nation. An 
inventory of the wealth within a nation is to 
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be distinguished from an enumeration of the 
wealth of the people of a nation. Thus a 
simple enumeration of the physical prop- 
erty within a nation falls short of a satis- 
factory method of estimating the wealth of 
the people of a nation. Is there, then, a 
more satisfactory method of inventorying 
the national wealth? The development of 
modern methods of doing business through 
corporate organizations and the increase of 
credit instruments in private and business 
undertakings has resulted in such a wide 
distribution of ownership or equities in 
property that an individual customarily 
reckons his financial status, not by an in- 
ventory of his physical property alone but in 
large measure by an inventory of his evi- 
dences of ownership or equity in property 
of which he may or may not be in immediate 
possession. Thus it may be contended that 
an enumeration of the net evidences of 
debts and of property rights held within a 
nation, would be a more accurate portrayal 
of the national wealth, that is, of the wealth 
of the people of a nation, than an inventory 
of the material wealth situated therein. 
This method, however, of measuring the na- 
tional wealth would not approximate the 
national wealth measured in terms of phys- 
ical property even in a country where the 
citizens owned all the property situated 
therein and had no investments in foreign 
countries. Many evidences of debt are not 
claims to property in existence at the time 
the debt is incurred; many of them are 
equities in property to be produced in the 
future, or are given for services performed 
either in the past or to be performed in the 
future. 

It seems clear from the foregoing discus- 
sion that there are limitations to either of 
the above methods of inventorying and 
exhibiting the national wealth. The balance 
sheet form employed by the accountant in 
reporting the financial status of business 
enterprises avoids these limitations by con- 
solidation. 


ANALYSES AND INTERPRETATIONS 


An analysis and interpretation of the 
financial statements should form an integral 
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and important part of any financial report 
for a private enterprise. Analyses and inter- 
pretations of the Statements of National 
Income Accounted for by the Electric Light 
and Power Industry and of the National 
Wealth Controlled by it are here attempted. 

The National Income Accounted for. The 
form of the Income Statement is of primary 
importance. This form is in sharp contrast 
to that commonly employed in single enter- 
prise accounting. Whereas the customary 
form treats as expense, the cost of all ma- 
terials and services purchased from those 
not contributing significant aggregates of 
capital, and conceives the Net Income as 
that accruing to the suppliers of capital and 
that assessed as Income Tax; the above 
form regards Labor and Capital as partners 
or share-owners in the venture. The expense 
of this partnership consists in the purchases 
from other enterprises, and the Net Income 
is the aggregate product produced by both 
Capital and Labor coéperatively employed. 
The emphasis currently placed on employee 
representation in industry and the responsi- 
bility of industry to provide for employee 
participation in the product of industry 
with increasingly less regard for wage con- 
tracts made with individual employees lends 
some degree of rationality to this concept. 
Unemployment insurance, employee com- 
pensation insurance, old age pensions fi- 
nanced by taxes levied on industry, and 
many other of the Social Security features 
contemplated in our present legislation seem 
to point to a recognition of Labor as a 
partner with Capital in business. Is it then 
altogether unreasonable to present an In- 
come Statement for a single enterprise in a 
form designed to show the accruals to em- 
ployees as distributions of income rather than 
as expenses? The definition of national in- 
come, however, requires this form because 
the national income is simply the aggregate 
of the incomes of individuals from the em- 
ployment of all their productive factors, it 
accrues only to individuals. 

The Income Produced. In analyzing this 
section of the statements of the national 
income accounted for by this industry, at- 
tention is focused on the productive process, 
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that is, on the acquiring of goods and sery. 
ices from other industries and the disposal 
of the finished product as it is sold to other 
industries or individuals or as it is lost with- 
out producing any revenue whatsoever, 

The Total Value-Output. The gross rey- 
enue of the privately-owned electric light 
and power industry represents its total 
value-output. In amount this output shows 
an increase for the period covered by this 
study of 1,216 million dollars or an average 
of about 122 million per year. The yearly 
changes in this aggregate describe an jr- 
regular trend, varying from an increase of 
210 million dollars in 1929 to a decrease of 
about a million dollars in 1931. In terms of 
the relative changes, the total value-prod- 
uct of this industry increased almost one 
hundred forty per cent over the 1991 
amount, or at an average rate of about a 
hundred per cent every seven years. 

Goods and Services Purchased from Other 
Industries. The cost of goods and services 
purchased from other industries and which is 
allocated to the annual gross revenues of 
the electric light and power industry, is re- 
ferred to in the statement in Table II as 
“Expenses.” This item includes depreciation 
on the plant and equipment which was pur- 
chased from the construction (or other) in- 
dustry some time in the past. In amount this 
charge against gross revenue shows an in- 
crease in every year covered by this in- 
vestigation except 1930. It increased from 
447 million dollars in 1921 to 860 million 
in 1931, an average of about 41 million 
dollars per year. This yearly increment was 
by no means a steadily increasing one. 

A very irregular trend is described in the 
amount of the annual value-output that is 
acquired from other industries, the changes 
varying from a decrease of 8 million in 1930 
over the amount shown for 1929 to an in- 
crease of 83 million in 1929 over the 1928 
amount. In terms of the 1921 amount, this 
item increased during the ten year period 
almost two hundred per cent, an average of 
about 19% a year, but the percentage change 
is very irregular in trend, ranging from a 
decrease of 2% in 1930 to an increase of 20% 
in 1929. On the average, a decreasing portion 
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of the total annual value-output of the 
electric light and power industry is being 
paid out to other industries for goods and 
services purchased from them so that an 
increasing portion is available for distribu- 
tio among the factors of production con- 
tributing services through the electric in- 
dustry. The percentage of the total value- 
output of this industry that was supplied 
by other industries during the period under 
investigation decreased every year except 
1931, the record throughout the period bear- 
ing witness to the increased efficiency of 
equipment used in the electric industry and 
to the fact that the price of electric energy 
remains relatively stable. An example of 
the technological improvement in this in- 
dustry is that of the increased efficiency of 
fuel-burning equipment. The Statistical Ab- 
stract of the United States for 1932 (p. 343) 
reports a steady decrease in the amount of 
coal equivalent used per kilowatt-hour of 
energy generated, from 2.7 pounds in 1921 
to 1.55 pounds in 1931. Throughout the 
period the proportion of the total value- 
product going to other industries decreased 
from 51% in 1921 to 41% in 1931. In 1981, 
however, the percentage accruing to other 
industries was more than in 1930, a signifi- 
cant portion of this probably being ac- 
counted for by the charges for depreciation 
which are relatively stable in amount even 
though the gross revenues decline. 

Capital Losses. As previously pointed out 
not all of the value-product of an industry 
is available for distribution among the 
factors responsible for its creation. Capital 
losses commonly claim a small portion of 
this product and in periods of severe in- 
dustrial depression these reverses may dissi- 
pate large portions of the national wealth. 
During the period under review “Surplus 
Charges”’ aggregated, on the average, al- 
most 19 million dollars per year. These 
losses in 1921 amounted to 9 million but in 
1931 they consumed some 40 million of the 
wealth controlled by the electric light and 
power industry. They appear heaviest in 
the years 1923, 1929, and 1931. Through- 
out the period they are very unevenly dis- 
tributed. Because of the relatively small 
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amount of these losses in 1921, the relative 

changes based on this figure appear unusu- 

ally large, amounting in 1931 to well over 

400% of the 1921 amount. As a portion of 

the total value-output of the industry, how- 

ever, the capital losses average only about 

2% of the total. 

Net Value-Product. The net value-product 
of the privately-owned electric light and 
power industry, that is, the amount avail- 
able for distribution among the factors of 
production contributing their services to 
the industry, shows an increase throughout 
the period, 1921-1931, of 772 million dollars 
—-about 77 million, on the average, per year, 
or about 63% of the average annual in- 
crease in the total value-output of the in- 
dustry (122 million dollars). This observa- 
tion of the widening margin between the 
total value-output and the costs for goods 
and services purchased from other industries, 
is substantiated by the relative increase in 
the net value-product of some 186% from 
1921 through 1931, while the total value- 
output increased only about 140% and the 
“Expenses” increase only 92%. Thus it is 
to be expected that the proportion of the 
total value-output accruing as income earned 
in the electric light and power industry, is 
an increasing percentage. In 1921 the net 
value-product of this industry was 47% of 
the gross revenue, in 1931 it amounted to 
57%, and in 1930 it was as high as 60%. 

Summary of the Analysis of Income Pro- 
duced. From the above analyses of the total 
value-output of the privately-owned electric 
light and power industry and the constit- 
uents of this output the following conclusions 
seem warranted. 

(1) That the industry is a rapidly expanding 
one, tending, at the rate experienced 
during the period 1921-1931, to double 
its value-output every seven years. 

(2) That the proportion of this total value- 
output which is attributable to other 
industries is decreasing, and in conse- 
quence, 

(3) the factors of production contributing 
services directly to the electric industry 
is increasing, or, in other words, that the 
industry appears to be furnishing its 
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these data, Table IV, showing the relative 
rates of the several shares in terms of units 
of service furnished, is presented both in 
terms of current dollars and in 1918 dollars. 

Wages and Salaries. The first of the dis- 
tributive shares exhibited in Table II is 
that accruing to the employees for personal 
services rendered in the production and dis- 
tribution of electric energy. In amount this 
share increased from 158 million dollars in 
1921 to 414 million in 1931, a total of 256 
million dollars, an average of 25.6 million 
per year. Not all of the years covered by 
this inquiry, however, witnessed an increase 
in the remuneration going to the employees. 
In 1931 the wage-earners and salaried em- 
ployees withdrew 50 million dollars less than 
they were paid in 1930, in 1925 and in 1928 
their pay increased 41 million over that of 
the preceding year. In terms of their re- 
muneration in 1921, the employees’ pay had 
increased 195% by 1930 and 163% by 1931. 
A comparison of this record of increase 
with that of the net value-product indicates 
that the two increased at about the same 
rate throughout the period, as a matter of 
fact the 1931 net value-product was 286% 
of the 1921 figure and the amount of wages 
and salaries paid in 1931 was 263% of the 
amount paid in 1921. The percentage 
changes within the period, however, are 
quite different in the two series. An inquiry 
into the relative share of the employees in 
the net value-product may be made by 
breaking down the per cent of the total pay 
going to the employees into its constituent 
parts—that part going to the wage-earners 
and that accruing to the salaried employees. 
Although the total share accruing to their 
combined services shows a slight decline 
throughout the period due principally to the 
decline in total wages paid, the total payroll 
of the industry is not equally divided be- 
tween them, the wage-earners, on the aver- 
age, drawing about 21% of the net value- 
product while the salaried employees were 
paid about 17%. 

An analysis of the total remuneration and 
of the relative proportion of the total net 
value-product going to the employees as a 
group does not give precise information as 
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to how they are faring either individually or 
as a group. Table IV is designed to present 
pertinent information as to the relative re- 
muneration per unit of service furnished in 
this industry by the factors of production, 
insofar as that is possible. From this table it 
appears that although the salaried employees 
withdraw less pay as a group than the wage- 
earners, their pay per employee is somewhat 
higher throughout the period, averaging 
$1,699.00 per salaried employee as against 
$1,422.00 per wage-earner. Both groups in- 
creased their rate of pay throughout the 
period, but the margin between them was a 
decreasing one, that of the salaried group 
increasing by about 10% while that of the 
wage-earners increased 25%. Most of this 
disparity in the rates of increase was effected, 
however, in 1931 when the wage-earners ob- 
tained an increase of 2% over the 1921 rate 
while the salaried employees suffered a 
salary cut of about 8% of their 1921 rate. 
From the above analyses it may be con- 
cluded. 

(1) That the share of employees in the net 
value-product of the electric light and 
power industry slightly declined, rela- 
tive to the other shares, throughout the 
period 1921-1931. 

(2) That the pay per employee, however, in- 
creased—that of the wage-earners more 
than twice that of the salaried employ- 
ees, and 

(3) that when the industry was required to 
cut its payroll substantially in 1931, the 
salaried employees appeared to be less 
firmly intrenched than the wage-earners. 

Interest. Interest payments increased from 

102 million dollars in 1921 to 227 million in 

1931, a total of 125 million dollars. Every 

year in this period, except 1923, witnessed 

an increased amount going to the bond- 
holders as remuneration for the use of the 
funds they have invested in the industry. In 
some years the increase over the preceding 
year was more than in others, the increase 
in the payments made during 1925 being 
the largest; this increase was 25 million 
dollars. The average for the entire period, 
however, was only half that amount. In 
terms of the amount paid during 1921, the 
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bondholders’ withdrawals in 1931 repre- 
sented an increase of 124%. 

Relative to the other shares in the net 
value-product of the industry, the bond- 
holders appear to be drawing a declining 
portion although in 1931 their share was a 
larger proportion of the total income earned 
than it was in 1930. Relative to the amount 
of funds invested, or as it is expressed in 
Table IV relative to the amount of service 
furnished, the record of interest payments 
shows a rather indifferent trend in either 
direction; on the contrary however indi- 
vidual years show rather marked fluctua- 
tions from the average for the period. In 
1927, for example, the interest payments 
were only 89% of the 1921 amount, while 
in 1922 the rate was almost 105% of what it 
was in 1921. The average for the entire 
period is about one per cent less than the 
1921 rate. 

Dividends. The record of dividend with- 
drawals is markedly different from that of 
interest payments for the period covered by 
this study. In amount these withdrawals in- 
creased from 93 million dollars in 1921 to 
half a billion dollars in 1931. Without an 
exception, dividend payments increased 
every year. The average yearly increase 
amounts to 41 million dollars, just the 
amount of average yearly increase in the 
amount of the total value-output allocated 
to goods and services purchased from other 
industries. This aggregate increase was not 
a constant yearly increment, especially for 
the years 1928-1931. For the first two years 
of the period covered by this inquiry (1921 
and 1922) the yearly increment amounts to 
36 million dollars, for the next two years it is 
38 million, for 1926 and 1927 it amounted to 
34 million dollars, but in 1928 the stock- 
holders withdrew 57 million more than they 
did in 1927, while in 1929 they drew divi- 
dends amounting to 71 million more than 
the previous year. In the last two years the 
increase in dividend payments fell off con- 
siderably, during 1930 only 42 million dollars 
more were paid to the stockholders than in 
1929 and the increase in 1931 over 1930 was 
21 million. In terms of the relative increase, 
payments to stockholders in 1931 were 433% 
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more than they were in 1921, this record 
shows a more rapid rate of increase than 
that of any other of the shares in the net 
value-product of this industry, tending to 
double every three years. This record has 
characteristics that resemble a regular per- 
centage change, an increase at a declining 
rate from 1922 through 1927, two years in 
which the percentage of increase shows an 
upward trend, followed by an increase at a 
declining rate for the last two years. 

In proportion to the other shares, the 
stockholders claimed an increasing portion 
of the income produced in the electric light 
and power industry. In 1921 this share 
amounted to 23% of the total net value- 
product, in 1931 it amounted to 42%. This 
increase, at an average rate of 2% a year, is, 
however, unevenly distributed over the ten 
year period, varying from a low of one per 
cent in 1928 to a maximum of a four per cent 
increase in the net value-product in 1931. 
As interesting as the above observations are, 
the comparisons are not complete without 
some reference to the basis on which the pay- 
ments are made. Table IV shows that the 
rate of increase per unit of service furnished 
(funds invested) is more for this share than 
for any of the others. Beginning at a rate of 
about five per cent on the money invested 
in 1921 the dividend rate had increased by 
the end of 1931 to over seven per cent, an 
increase of about forty-four per cent for the 
period. Some setbacks were experienced dur- 
ing the decade, especially in 1927, when the 
rate declined by about seven per cent of the 
1921 rate. The largest increase occurred in 
1922 when it increased almost nineteen per 
cent over that of the preceding year. 

Total Realized Income. The total amount 
paid out as income by the electric light and 
power industry increased from 353 million 
dollars in 1921 to 1,141 million in 1931, a 
total of 788 million dollars or an average of 
79 million dollars per year. This increase is 
unevenly distributed over the period, the 
largest increase, 123 million, occurring in 
1929, while in 1931 the amount paid out to 
the factors of production in this industry 
was 13 million less than it was in 1930. Al- 
though showing a slight tendency to in- 
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crease, an average of about eighty-nine per 
cent of the net value-product of this in- 
dustry is annually paid out as realized in- 
comes. In terms of the amount of incomes 

id out in 1921, the 1931 incomes realized 
by the factors of production in this industry 
represented an increase of two hundred 
twenty-three per cent or an average of 
twenty-two per cent per year. In 1921 the 
incomes withdrawn constituted eighty-five 
per cent of the total income produced in the 
industry, in 1931 a total of ninety-six per 
cent of the net value-product of the in- 
dustry was paid out in incomes. Of the in- 
comes withdrawn during this period, the 
following tabulation shows the percentage 
that was drawn by the employees and by 
those furnishing funds to the industry. 


Per cent of Realized In- 
come withdrawn by 


Year Investors Employees 
55.2 44.8 
1924... 56.4 43 .6 
1995... 56.6 43.4 
56.3 43.7 
57.4 42.6 


The above tabulation shows a tendency for 
the property incomes to increase and for the 
personal service incomes to decrease in their 
relative proportions of the total incomes 
withdrawn from this industry. Of the total 
incomes earned in the industry, those ac- 
cruing as property incomes show a slight 
tendency to increase. In 1921 the property 
incomes constituted sixty-two per cent of 
the total incomes earned in the electric 
light and power industry, in 1931 they 
amounted to sixty-five per cent. 

Reinvested Income. The amount of the an- 
nual net value-product which is withheld 
and reinvested in this industry is, on the 
average, about 89 million dollars. Within 
the period covered in this report, it varies, 
however, from 146 million in 1928 to 47 
million in 1931. These reinvestments gen- 
erally constitute about eleven per cent of the 
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total net value-product, yet as evidenced by 

the sharp decline in this amount in 1931, 

serious reverses in the industry undoubtedly 

do fall heavily on this share. 

Summary of the Analysis of Incomes 
Earned. In summary form the interpretations 
and conclusions to be drawn from the above 
analyses may be stated as follows. 

(1) On the average about eighty-nine per 
cent of the total income earned in the 
privately-owned electric light and power 
industry, during the period covered by 
this report, are withdrawn as realized 
incomes. 

(2) Of the total income earned, about sixty- 
two per cent accrue, during this period, 
as property incomes (including surplus) 
and about thirty-eight per cent as per- 
sonal service incomes. 
A slightly increasing percentage, aver- 
aging about fifty-seven per cent for the 
period as a whole, of the incomes realized 
in this industry are paid out to the 
factors furnishing funds and a decreasing 
percentage, averaging about forty-three 
per cent, are paid to the employees for 
personal services. 
Among those furnishing personal serv- 
ices, the wage-earners, as a group, aver- 
age throughout the period about twenty- 
one per cent of the total incomes earned 
in the industry; this share shows a slight 
tendency to decline. 

(5) The salaried employees as a group with- 
draw, on the average, about seventeen 
per cent of the total income earned in 
the industry; their share appears to 
have remained fairly constant through- 
out the period under review. 

(6) Of the incomes accruing to property dur- 
ing the period, a declining portion 
(averaging about thirty-one per cent, 
but varying from twenty-seven per cent 
in 1929 to thirty-nine per cent in 1921) 
accrues as interest, while that accruing 
to the entrepreneurs averages about 
sixty-nine per cent and varies from 
seventy-three to sixty-one per cent. 

(7) In terms of the relative remuneration 
for the services furnished, it appears 
that the pay for furnishing funds in- 


(3) 


(4) 
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creases faster than that for personal 
services. This is undoubtedly due, in 
part, to technological development in 
the industry, partly to the fact that the 
price of electric energy is relatively stable 
as compared to the prices paid by the 
industry for personal services and com- 
modities purchased from other industries. 
The estimates made for this industry 
indicate that the most rapidly increasing 
rate of pay per unit of service furnished 
is that of the entrepreneurs. This form 
of remuneration increased: almost forty- 
four per cent from 1921 to the end of 
1931; the wage-earners’ rate increased 
about twenty-five per cent; the salaried 
employees’ about ten per cent; and the 
bondholders’ rate of remuneration per 
dollar invested was, in 1931, only nintey- 
nine per cent of the 1921 rate. 

The Income Statement of 1913 Dollars. 
Table V exhibits the national income ac- 
counted for by the privately-owned electric 
light and power industry in terms of the 
1913 cost of living index as calculated by the 
Department of Labor. Current dollar esti- 
mates of national income are subject to 
varying degrees of errors. The cost of living 
index is likewise an estimate and conse- 
quently subject to error. It cannot be as- 
sumed that the errors in these two estimates 
are complementary and hence are eliminated 
in a series which is a product of the two. 
The estimates of constant purchasing power 
income accounted for by an industry may be 
widely in error, certainly they are easily mis- 
interpreted. Undoubtedly the value to be 
derived from such estimates lies in facilitat- 
ing comparisons over periods characterized 
by violent price changes. In the following 
analyses the attention will be focused on 
comparing the constant dollar income with 
the corresponding current dollar estimates 
over the period as a whole and as between 
1930 and 1931 in particular. Based on the 
prices paid for consumers’ goods, the state- 
ment of national income in terms of constant 
purchasing power is especially applicable to 
that section of the income statement report- 
ing personal service incomes, an examination 
of which follows. 
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Although the amount paid out in wages 
and salaries increased 256 million dollars 
from 1921 to 1931, the employees were able 
to purchase in 1931 only 191 million dollars 
more of the commodities for which these in- 
comes are likely to be spent than they could 
in 1921. A decrease of 50 million dollars in 
the payments to employees during 1931 rep. 
resents a relative decrease of only about 3 
million dollars in the goods they probably 
purchased. From Table IV it appears that, 
although each employee received $260 more 
in 1931 than in 1921, he was able to purchase 
only $91 more of the goods making up his 
budget of living expenses. A nominal de- 
crease of $38 in 1931, approximated a real 
pay cut of only $21. 

Each wage-earner, on the average, re- 
ceived $311 more in 1931 than in 1921, but 
the increase was worth only $177 in buying 
items constituting his cost of living. An in- 
crease of $28 per year in the 1931 wage rate 
amounts to an increase in “real wages” of 
only $17. 

The salaried employees received $150 a 
year more in 1931 than in 1921, the real in- 
crease amounts to only $85. A pay cut of 
$129 in 1931 amounts to a real decrease of 
only $73 in the goods he would probably 
purchase with his pay. 

Although amounting to 125 million dollars 
more in 1931 than in 1921, the interest re- 
ceipts on electric light and power bonds were 
only 96 million dollars more in purchsaing 
power. Dividends received from this in- 
dustry, although 407 million dollars more 
in money counters were only about 285 
million dollars more as measured in the goods 
likely to be purchased with them. Table IV 
shows the interest and dividend rates de- 
flated so as to express income in consumers’ 
prices at 1913. In order to be truly compar- 
able the funds invested should be deflated 
to the same base yet it is impossible to de- 
termine when the funds were invested. In- 
terpretations of constant purchasing power 
income are difficult to make under any cir- 
cumstances, when applied to property in- 
comes they lose considerable of any value 
they may have possessed in interpreting 
personal service incomes. 
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The total realized income, although less in 
current dollars, was a real increase in pur- 
chasing power in 1931 over the 1930 amount. 
The total income earned in the industry, al- 
though less in current dollars was actually 
larger in purchasing power in 1931 than in 
1930. As was pointed out above, estimates of 
constant purchasing power income are likely 
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the years 1921-1931, inclusive. The form is 
that employed in reporting the financial 
condition of a business enterprise. It is de- 
signed to show the wealth classified by kinds 
and by the evidences of property rights 
therein. 

It is recognized that a cost of living index 
is not altogether satisfactory for purposes of 


TABLE V 


STATEMENT OF THE NaTIONAL INcoME ACCOUNTED FOR BY THE PrivaTELY-OwNeED ELEcTRIC 
Licut AND Power INpustry IN MILLIONS or 1913 DoLLars 


1921 | 1922 | 1923 | 1924 | 1925 | 1926 | 1927 | 1928 | 1929 | 1930 | 1931 
Gross Revenue............. 491 577 | 661 729 | 794) 895 985 | 1083 | 1205 | 1277 | 1410 
252 | 278; 309 335 | 345 | 421 431 479 | 496 | 581 
Total Income............... 239 299 352 394 449 506 564 652 726 781 829 
Surplus Charges............ 5 6 17 13 5 6 12 6 18 9 27 
Income Produced............ 234 293 335 381 444 500 552 646 708 772 802 
Wages and Salaries.......... 89 | 115| 153] 172] 192] 218 | 239] 260 | 283 | 280 
Interest Charges........... 57 65 64 79 87 91 96 107 117 129 153 
Dividends.......... oa 53 77 96 119 137 157 179 215 255 293 338 
Realized Income......... ; 199 257 296 351 396 440 488 561 632 705 771 
Reinvested Income... . 35 36 39 30 48 60 64 85 76 67 31 
Income Earned............. 234 293 335 381 444 500 552 646 708 772 802 
Gain from Price Change...... 7 $* - 2 4 15 11° 25 70 


* Loss 


to be misinterpreted in any situation. But 
whatever qualifications are required, it 
seems certain that the decline in real income 
earned in the electric light and power in- 
dustry was not as sharp as that measured by 
current dollars. The gains (and losses) re- 
sulting from the employment of the cost of 
living index as a deflator, are shown in Table 
V as a separate item. They are commonly 
referred to as unearned and in all probability 
should be assigned to the residual owners as 
changes in the value of their reinvested 
earnings. 

An Analysis and Interpretation of the 
Statement of National Wealth Controlled by 
The Privately-Owned Electric Light and Power 
Industry. Table III exhibits, in current 
dollars, the national wealth controlled by 
the privately-owned electric light and power 
industry as of December 31st for each of 


expressing constant purchasing power of 
money invested in capital equipment, yet as 
a means of measuring the amount of con- 
sumable wealth that is sacrificed in order to 
have more capital goods, it is not altogether 
without merit. The development of a single 
index or of a technique for deflating both 
income and wealth is a task that has 
scarcely been begun as yet. In view of these 
considerations, the national wealth ac- 
counted for by the privately-owned electric 
light and power industry is presented in cur- 
rent dollars only. 

Plant and Equipment. In amount the 
electric light and power industry increased 
its plant and equipment from 3,616 million 
dollars in 1921 to 10,909 million in 1931. 
This increase of 7,293 million dollars during 
the decade represents an average of over 
729 million per year. The average income 
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produced in this industry, however, is 909 
million dollars per year, 180 million more 
than enough on the average to finance the 
growth in permanent property. Although on 
the average there is enough value produced 
in the industry to finance its plant exten- 
sions, there are individual years, especially 
the earlier ones covered by this investiga- 
tion, in which the income produced was in- 
sufficient to finance this growth. In 1924 the 
industry fell short, by 400 million, of produc- 
ing enough to account for the increase in its 
plant and equipment. In terms of the per 
cent increase in plant and equipment over 
the period as a whole, this industry had 
slightly more than trebled its plant invest- 
ment by 1931. This increase is not, however, 
evenly distributed over the period, the years 
1924 and 1929 showing the largest increases 
and 1931 showing the smallest. The Plan 
and Equipment of the electric light and 
power industry normally constitutes about 
eight-six per cent of the total assets of this 
industry and about ninety-five per cent of 
the national wealth controlled by the in- 
dustry, varying from ninety-four per cent in 
1927 to ninety-six per cent in 1926, 1930, 
and 1931. 

Materials and Supplies. Because of the 
nature of the industry, the amount con- 
stantly invested in materials and supplies is 
relatively small, varying from 92 million in 
1922 to a maximum of 168 million in 1929. 
The tendency seems to be for this item grad- 
ually to become a smaller and smaller per 
cent of the total national wealth employed, 
varying from 2.604% in 1923 to 1.239% in 
1931. This tendency undoubtedly indicates 
an increasing use of more costly and prob- 
ably more efficient equipment. 

Cash. Compared to the materials and sup- 
plies, the electric light and power industry 
normally has more of its property in the 
form of cash, bank balances, and funds of 
various sorts. On the average about three 
per cent of the total national wealth con- 
trolled by this industry is in the form of 
money. 

Invested Capital. In amount the invest- 
ments made by entrepreneurs in the electric 
light and power industry increased from 
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1,661 million dollars in 1921 to 5,804 million 
in 1931, a total increase of 4,143 million 
dollars at an average rate of 414 million per 
year. This increase varies from 671 million 
in 1927 to 244 million in 1922. An interesting 
comparison may be made at this point by 
conceiving of the investors as a consolidated 
group and offsetting their investments and 
the withdrawals by them to determine the 
extent that these investments can be ae- 
counted for as income originating in the in- 
dustry and the extent to which recourse js 
had to personal savings and incomes or in- 
vestments withdrawn from other industries, 
Surplus accumulations are, of course, en- 
tirely made up of investments originating in 
the industry, they are therefore omitted 
from the calculations set forth in Table VI. 
An inspection of this table discloses that the 
stockholders, bondholders, and current cred- 
itors each increased their investments in this 
industry from funds not originating therein, 
in other words their investments exceeded 
their withdrawals for the period by 1,895 
million dollars. The employers withdrew 
3,422 million dollars, thus the industry paid 
out a net of 1,527 million dollars of national 
income during the decade. As to the invest- 
ments and withdrawals of the stockholding 
group this table discloses that 3,104 million 
dollars, of the total investments of 4,143 
million made during the period, are ac- 
counted for by income originating in the in- 
dustry and that 1,039 million dollars come 
from without the industry. In order to make 
investments in the electric light and power 
industry, the stockholders drew upon other 
sources in each of the years from 1922 
through 1929, except 1928. In 1928, 1930, 
and 1931 this group of investors withdrew 
more from the electric light industry than 
they invested in it by 90 million, 195 million, 
and 141 million respectively. 

In terms of the amount invested in 1921, 
the proprietors had increased their original 
investments about two hundred fifty per 
cent by the end of 1931, or an average in- 
crease of twenty-five per cent per year, three 
fourths of which can be accounted for as in- 
come originating in this industry and paid 
out to this group as dividends. 
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It appears also that the invested capital 
is becoming an increasing percentage of the 
total equity in the national wealth controlled 
by the privately-owned electric light and 
power industry. In 1921 the stockholders had 
invested about forty-four per cent of the 
wealth, in 1931 they held fifty-one per cent 
of the equity. With the exception of 1924, 
1926, 1928, and 1930 their proportionate 
holdings increased every year. 


amount of reinvested surplus in 1921, the 
amount had increased by over four hundred 
fifty per cent by the end of 1931. 

Total Proprietorship. The combined sur- 
plus and capital investments of the stock- 
holders increased from 1,860 million dollars 
in 1921 to 6,914 million in 1931, a total in- 
crease of 5,054 million in the decade. This 
represents an increase of about two hundred 
seventy-two per cent over their total invest- 


Tasie VI 


Tue Nationa, WEALTH WITHDRAWN AND THE NATIONAL WEALTH ADDED IN THE PRIVATELY-OWNED 
Execrric Ligut anp Power INpustrRY (IN MILLIONS OF CURRENT DOLLARS) 


Invested Capital Funded Debt Curent. | Wages end Net 
Investment | Salaries Wealth 

Invested Invested drawn drawn drawn 

1922 244 129 115* 53 109 56 9 194 144 
1923 351 165 186* 240 109 131* 94* 232 179* 
1924 503 203 300* 299 134 165* 256* 261 460* 
1925 574 241 333* 323 153 170* 269 302 67 
1926 318 275 43* 219 159 60* 299* 337 64* 
1927 671 309 362* 509 167 342* 293 367 43* 
1928 276 866 90 124 183 59 151* 408 406 
1929 563 437 126* $1 200 169 391* 443 96 
1930 284 479 195 262 211 51* 19 464 627 
1931 359 500 141 380 227 153* 533 414 335 
4143 3104 1039* 2440 1652 788* 68* 3422 1527 


* Net Invested 


Surplus. In each of the years covered by 
this study the stockholders ploughed some 
of their earnings back into the industry as 
surplus. Although this source of new capital 
contributed, on the average, only about 
twelve per cent of the total new capital re- 
quirements of the privately-owned electric 
light and power industry for the period1921-— 
1931, inclusive, it is without doubt one of the 
important sources of new capital for the in- 
dustries of the nation as a whole. In 1921 
the accumulated direct reinvestments of 
earnings amounts to 199 million dollars, in 
1931 they had increased to 1,110 million 
dollars. This increase of an average of 91 
million per year varies from 47 million in 
1931 to 146 million in 1928. In terms of the 

1 Mills, F. C., Economic Tendencies (1932), p. 429. 
“This would indicate that about 34% of the new capital 


requirements of American corporations were met out 
of corporate savings.” 


ments as of 1921. Their combined equity in- 
creased from forty-nine per cent of the total 
equities in the national wealth controlled by 
this industry in 1921 to sixty-one per cent in 
1931, an increased proportion in each year 
except 1924 and 1926. Evidence seems to 
indicate that capital stock issues were be- 
coming more popular in this period than 
bond issues as a means of obtaining new 
capital in this industry.” 

Funded Debt. In 1921 the funded debt of 
the electric light and power industry 


2 Cf., Mills, F. C., Economic Tendencies (1932), p. 
540. “Taken in conjunction with the pronounced rise 
in popularity of common stocks, as against bonds, the 
existence of an ample supply of capital funds not only 
served to provide corporations with the means of im- 
proving their mechanical equipment but placed them 
in relatively stronger financial position by permitting 
substitution of lower yield obligations for higher, and by 
facilitating the raising of capital by stock rather than 
by bond issues.” 
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amounted to 1,939 million dollars, by the 
end of 1931 it amounted to 4,379 million 
dollars. Of this increase of 2,440 million dol- 
lars, during the decade ending with 1931, 
1,652 million originated in the industry and 
is attributable to this group so that, as a 
group, the bondholders drew upon other 
sources for 788 million dollars to invest in 
this industry. This conception assumes that 
the group depends entirely upon other 
sources of income than the electric light in- 
dustry for the income they consumed during 
the period. The years in which this group 
made net investments in excess of their in- 
terest drawings coincide closely with those 
in which the stockholders’ investments ex- 
ceeded the dividends drawn. 

Relative to the amount they had invested 
in 1921, their 1931 equity had increased one 
hundred thirty-six per cent. However, their 
relative equity in the national wealth con- 
trolled by this industry declined from fifty- 
one per cent in 1921 to about thirty-eight 
per cent in 1931. This type of security is giv- 
ing place to capital stock, although a small 
part of the ground lost up to 1930 was re- 
covered in 1931 due, for the most part, to 
current debts funded or retired in 1931. 

Current Investment. The major portion of 
the funds invested in the national wealth 
controlled by the privately-owned electric 
light and power industry are relatively per- 
manent commitments. Current investments 
are, for the most part, of relatively short 
duration and exceedingly variable. They are 
largely made up of borrowings to carry on 
extensions and mature funded debt issues 
during the process of floating issues of a 
more permanent nature. In amount the cur- 
rent investment varies, during the period 
under investigation, from 636 million dollars 
in 1929 to 7 million in 1922. Normally con- 
stituting about three per cent of the total 
equity in the national wealth controlled by 
this industry, the current investment varies 
from about two-tenths of one per cent in 
1922 to six per cent in 1929. 

The fact that net current investments do 
not, at any time during the period covered 
by this study, extend beyond two years is 
evidence that they are employed primarily 


to tide over projects until more permanent 

securities can be advantageously floated, 

These extensions and short-term borrowings 

are largely accounted for by the financial 

requirements of a very few of the larger 
companies in the industry. 

Summary of the Analysis of the Statement 
of National Wealth Controlled by the Privately. 
Owned Electric Light and Power Industry. 
The above analysis of the national wealth 
controlled by the privately-owned electric 
light and power industry during the years 
1921-1931, inclusive, may be summarized 
as follows. 

(1) Plant and equipment constitutes, on 

the average, about ninety-five per 
cent of the national wealth controlled 
by the electric light and power in- 
dustry. During the period under in- 
vestigation this type of wealth more 
than trebled. 
Constituting, on the average, about 
two per cent of the total national 
wealth controlled by this industry, 
the tendency in the later years seems 
to be for materials and supplies to 
constitute a smaller and smaller per 
cent. This tendency indicates an in- 
creasing use of more costly and prob- 
ably more efficient equipment. 

(3) On the average, about three per cent 
of the national wealth employed in 
the industry is in the form of money. 
Much of this fund is in the form of 
sinking funds accumulated for the 
purpose of retiring funded debt. The 
tendency seems to be for this per- 
centage to remain about constant 
although there is some variation in 
the different years. 

(4) Of the several types of securities evi- 
dencing the equities in the national 
wealth controlled by this industry, 
capital stocks appear at the time of 
this study to be the most popular, 
increasing from forty-four per cent of 
the total at the beginning to about 
fifty-one per cent at the end of the 
period under review. 

(5) The stockholders, as a group, re- 

ceived from this industry in divi- 
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dends about three fourths of the 
funds that they invested in the capi- 
tal stock of the industry during the 
period. In the earlier years this group 
normally invested more than was 
withdrawn as dividends, in the later 
years, however, the tendency seems 
to be for them to keep a portion of 
their earnings. 

(6) On the average, reinvested surplus 
constitutes about twelve per cent of 
the annual new capital requirements 
of this industry and almost a fifth of 
the annual investments (including 
surplus) of the stockholders. 

(7) Bond issues, as a means of securing 
new capital in this industry, appear 
to be losing caste, declining from over 
fifty per cent of the total equity in 
the national wealth controlled by the 
industry in 1921 to a little over 
thirty-eight per cent in 1931. 

(8) About two thirds of the investments 
in the industry which are made by 
the bondholders as a group are ac- 
counted for, on the average, by in- 
terest payments made to them by 
this industry. 

(9) Current investments in the national 
wealth controlled by this industry 
are employed, for the most part, only 
temporarily, while more permanent 
securities are in the process of being 
issued. Normally constituting about 
three per cent of the total equity in 
the wealth employed, their amount 
varies widely from about two tenths 
of one per cent to over six per cent. 

(10) During the period 1921-1931, in- 
clusive, the total national wealth 
controlled by this industry increased 
over two hundred fifty per cent. This 
aggregate increment is an increasing 
one up to about 1929 after which it 
sharply declines to a low for the 
period in 1931. 

An Appraisal of the Accounting Approach 
to Estimating National Wealth and National 
Income (by Industrial Groups). One of the 
cardinal postulates of this study is that the 
relationships between income statement 
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items, between balance sheet items, and the 
interrelationships between income sheet and 
balance sheet items are of such importance 
that national income and national wealth 
studies can be combined advantageously. 
The accountant habitually scrutinizes these 
relationships as a means of appraising the 
accuracy of his work and the reasonableness 
of his interpretations. It would appear that 
the same tests might be applied in accounting 
for the national wealth and the national in- 
come for the nation as a whole and for each 
industry separately. 

Whenever the sampling method is em- 
ployed in estimating either the national in- 
come accounted for or the national wealth 
controlled by an industry, the relationships 
between the several constituent items as 
shown by the sample data are assumed to be 
representative of the industry as a whole. 
This assumption is the essence of the 
sampling method. As applied to either the 
income statement or the balance sheet of an 
industry, this proposition is generally ac- 
cepted as self-evident. If the sample is thor- 
oughly representative of the industry the 
respective relationships between the items 
in either or both of the financial statements 
would be the same for the sample as for the 
industry. It is rarely worth while and often 
impossible to obtain thoroughly representa- 
tive sample data for any industry, either 
because their compilation is too much of a 
task or because the data are not available. 

In almost every instance where the sam- 
pling method is employed, recourse must of 
necessity be had to some method of appor- 
tioning the disparity between unrepresenta- 
tive sample data and fragmentary data for 
the industry. A comparison of the constancy 
of the respective relationships for the sample 
data, the known (census) data, and the esti- 
mated data is a valuable test of the reason- 
ableness of the methods used in allocating 
this disparity. Certain of these relationships 
are so widely used as to be well nigh common 
knowledge, such, for example, as average 
yields of important bond issues, net return 
on investments, and so on. At least there are 
considerable data currently published on 
many of these relationships that may be 
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employed as checks on the accuracy of esti- 
mates independently calculated. Most stu- 
dents make use of many of these ratios in 
testing their estimates. There are other 
equally valuable ratios that are almost en- 
tirely neglected. Examples in point are the 
relationships that exist between gross reve- 
nue and the constituent items of the com- 
bined income sheets of the sample companies 
and of the income sheets for the industry as 
a whole (estimated or census). The close 
agreement between these ratios is evidence 
of the close agreement of the estimates to 
the sample data and of the estimated data 
to the available basic census data. Assuming 
that the sample data were accurately com- 
piled and that the census data were accu- 
rately interpreted, a high degree of accuracy 
must obtain for the estimates, since they are 
estimated independently. The relationships 
between all of the sample, census, and esti- 
mated balance sheet data may be expressed 
as percentages of comparable bases—the re- 
spective total assets, or total equities, Except 
for receivables and current debt, in regard 
to which the sample is admittedly not repre- 
sentative of the industry because of the 
heterogeneity of the data included, the re- 
spective ratios of the several items for the 
sample, census, and estimated data are in 
close agreement albeit they are indepen- 
dently estimated. 

An approximate agreement in the intra- 
statement ratios is not, however, in my 
opinion, as satisfactory a proof of the ac- 
curacy of the estimates as substantial agree- 
ment among inter-statement ratios. These 
should include most of the commonly em- 
ployed income sheet-balance sheet ratios. 
Even though some of these ratios are prac- 
tically useless as means of appraising the 
successful operation or the sound financial 
condition of an enterprise, as a means of 
testing the reasonableness of the several es- 
timates, they are as valuable as any of the 
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others. Occasionally it is possible to test 
certain ratios from other sources, as for 
example, the ratio of capital stock to funded 
debt, dividends to capital stock, interest to 
funded debt, and so on. It must be observed 
at this point, however, that the reasonable- 
ness of the estimate is measured by the close- 
ness of its adherence to the sample and the 
census data without doing violence to facts 
of common knowledge. 

An important relationship between the 
balance sheet and the income sheet of a 
private enterprise is that of the identity of 
increase in surplus and reinvested earnings. 
For purposes of national income and wealth 
accounting, this interrelationship is of pri- 
mary importance. Whereas the amount of 
income which is reinvested in private enter- 
prise may account for but a small portion of 
the total increase in net worth, the amount 
of reinvested earnings for the nation as a 
whole is practically the only source of in- 
creased wealth belonging to the people of 
the nation. While conquest, default of inter- 
national debts, and gifts from abroad may 
account for some wealth, the people of a 
nation can materially add to their wealth 
only by saving a portion of their earnings. 
Wealth, classified by kinds, may be acquired 
by borrowing from other nations, but this 
does not by itself increase the wealth of the 
borrowers. These investments, however, may 
make it possible for the people to work with 
the newly created wealth and eventually 
earn incomes that they would otherwise not 
have been able to earn. Thus it is conceiv- 
able that a people may be wealthy without 
having any appreciable amount of per- 
manent physical property. It is also con- 
ceivable that a people may be poor in a 
country in which there is a great deal of 
costly and efficiently used permanent physi- 
cal property. It is the command over prop- 
erty income that constitutes real wealth, not 
alone the presence of physical capital goods. 
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COST ACCOUNTING AND THE CLASSIFICATION 
OF MUNICIPAL EXPENDITURES 


ArtTuurR N. Loria 


LTHOUGH municipal costing is not yet 
practiced to an appreciable extent,’ 
interest in it has lately been increas- 

ing. This is particularly true in England 
where the literature of governmental cost 
accounting has been developing.’ In the 
United States the work of Public Adminis- 
tration Service in installing cost systems for 
public works departments of cities and in 
printing manuals describing some of the 
installations in detail has had an awakening 
influence. With the many advantages of cost 
accounting being repeatedly called to the at- 
tention of public officials and citizens through 
recent magazine articles, it would seem justi- 
fiable to expect a marked acceleration in the 
introduction of costing schemes into munic- 
ipal accounting in the near future. 

In developing a classification of expendi- 
tures, it is desirable, therefore, to make cer- 
tain that the classification will permit the 
introduction of cost accounting. If no other 
requirements interfere, it is important that 
the arrangement of accounts be best suited 
to costing. This requisite suggests a study 
of the definite relationships between the 
cost and financial accounts of municipal- 
ities. 

Municipal cost accounting defined.—Cost 
accounting has been so little used outside 
of manufacturing industry that textbooks, 
in defining it, usually relate it only to manu- 

1In the United States, municipal cost accounting 
appears to be confined largely to activities of Public 
Works Departments, such as street work and refuse re- 
moval and disposal. 

_? While there have apparently been no books pub- 
lished in America dealing particularly with cost ac- 
counting for municipalities, a number of articles on the 
subject have appeared in magazines in recent years. 
Some are referred to in the footnotes of this article. Cer- 
tain others are noted in the National Committee on 
Municipal Accounting, Bulletin No. 3, A Bibliography 
of Municipal Accounting (Chicago, 1934) p. 14. 

_ ?Cf.John Allcock, Cost Accounts as Applied to Munic- 
tpalities, (London: Gee and Co., 1933); J. H. Burton, 
Costing Schemes for Local Authorities (London: Sir 
Isaac Pitman and Sons, 1929); J. H. Burton, Local 


Authority Finance Accounts and Auditing (London: Gee 
and Co., 1932). 


facturing processes. A definition broad 
enough to include municipal cost accounting 
is that of Moe* which describes it as “the 
process of searching out all elements of cost 
required to attain a purpose, to complete a 
unit of work, to carry on an operation, or 
to complete a specific job.” 

Financial accounting relates the expendi- 
tures to the various activities. Cost account- 
ing goes further. It relates the expenditures 
to the amount of work done. Each activity 
is divisible into operations which, in turn, 
are measurable.® The costs are first allotted 
to the activities or operations. The direct 
costs are chargeable directly; the indirect 
costs are necessarily apportioned to arrive 
at the true costs as accurately as careful 
estimation makes possible. The costs of the 
activity or operations are then divided 
among the units of measurement to obtain 
the cost per unit. These unit costs are more 
useful to the administration than mere in- 
formation as to the expenditures for each 
activity. 

The purposes of municipal cost accounting. 
—The specific uses or purposes of municipal 
cost accounting help to indicate its nature. 
They are summarized here in outline form: 

I. An aid in policy determination: 

4 “The Principles of Municipal Accounting compared 
with Industrial Accounting,” National Association of 
Cost Accountants, Year Book, 1933, p. 107. 

The following definitions express the same thought 
but from a slightly different viewpoint: 

“In a broad sense, any system of double-entry ac- 
counting that attempts to determine the cost of a unit 
of output, operation, function, or other unit of cost is 
cost accounting.” (Accountants’ Handbook, p. 1281.) 

“Accounting Cost: That branch of accounting de- 
signed as an integral part of, or as complementary to, 
a general system of accounts, for the sole purpose of 
ascertaining the cost of the processes, operations, 
products and/or complete projects.” (American Insti- 
tute of Accountants, Accounting Terminology, p. 4.) 

5 Examples of units of measurement are: 

Street cleaning—10,000 square yards of surface; 
cleaning mile. 

Refuse collection—ton collected; cubic yards col- 
lected; 1,000 premises; 1,000 persons. 

Fire protection—1,000 persons; fires attended; 
$1,000 of taxable value. 
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. Fixing charges to the public and be- 


tween departments: 

a. Utility rates of municipally- 
owned utilities (water, gas, elec- 
tricity, street railway, bus, ferry, 
etc.). 

b. Prices of manufactured products 
(asphalt, crushed rock, etc.). 

c. Charges of other municipal serv- 
ice enterprises (abattoirs, air- 
ports, cemeteries, markets, motor 
vehicles, parking areas, ports, 
refectories, tourist camps, etc.). 

d. Fees intended to cover costs of 
sundry services (ambulance fees, 
examination fees, filing fees, in- 
spection fees, registration fees, 
etc.). 

e. Rental rates (office space, conces- 
sions, equipment rental, etc.). 

f. Special assessments for local im- 
provements and services. 


. Choosing between governmental and 


private performance of work: 

a. Construction work (highways, 
government buildings, etc.). 

b. Utility services (supplying water, 
electricity, transportation, etc.). 

ce. Other services (garbage collec- 
tions, street sprinkling, etc.). 

Choosing between hiring and owning 

equipment: 

Estimating costs for future opera- 

tions (budgeting, etc.). 


A guide to efficient performance of work: 


1. 


2. 


Indicates relative costs of alternative 

processes. 

Indicates relative efficiencies of alter- 

native machines: 

a. Old and new machines of the same 
type. 

b. Different types of machines us- 
able for the same purpose. 


. Provides costs for comparison with: 


a. Costs of similar work previously 
performed. 

b. Costs of similar work by other 
crews of men. 

ce. Standard costs. 

d. Previously estimated cost. 

e. Prices obtainable. 


f. Costs of similar work in other 
municipalities. 
III. A protection against loss of materials: 

1. Tends to disclose waste of materials, 

2. Tends to disclose misappropriation 
of materials. 

8. Controls the work in progress. 

IV. Miscellaneous uses: 

1. Helps to prevent manipulating ex- 
penditures to conform to estimates 
of cost. 

2. Helps to prevent charging operating 
expenditures to capital accounts in 
an attempt to conceal high operating 
costs. 

3. Aids in preparing reports justifying 
expenditures. 

4. Replaces personal supervision to 
some extent: 

a. Fixes responsibilities. 
b. Gives check on efficiency. 

5. Serves as a check on certain parts of 
the financial accounting. 

6. Provides the results of work per- 
formance more rapidly than do the 
financial accounts.® 

The limitations in the use of municipal cost 
accounting.—Lest these many uses present 
too favorable a picture of the possibilities for 
municipal cost accounting and cause one to 
wonder why municipalities do not immedi- 
ately provide costing for many or all activi- 
ties performed, several limitations should be 
noted. Most evident among these is that cost 
accounting itself costs money to install and 
operate, and for many activities the cost 
would certainly exceed the value of the 
benefit obtained. For some small munici- 
palities, possibly any cost accounting 
would be excessive. 

Another limitation is that unit costs can- 
not be properly interpreted without a knowl- 
edge of the conditions surrounding the per- 
formance of the work. This is of particular im- 
portance in comparing unit costs, especially 
as between municipalities where a varia- 

6 Of some service in compiling this list were: Burton, 
Costing Schemes for Local Authorities, pp. 6-7, 9-10. 
Burion, Local Authority Finance Accounts and Auditing, 
p. 100. F. R. Chailquist, “Cost Accounting Applied to 


Municipal Work,” Journal of Accountancy, XLVIII 
(1929), 355, 361. 
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tion in conditions cannot be determined 
readily. The difficulty in comparing costs 
may be illustrated in connection with the 
collection of refuse. In sections where there 
are no alleys, one city may require the resi- 
dents to place all garbage and rubbish at the 
curb on collection days, while another may 
have the collectors carry the refuse from 
anywhere on the premises. Unless these dif- 
fering conditions were understood and taken 
into consideration, the unit cost of collecting 
refuse in the two cities could not be com- 
pared satisfactorily. Even within a single 
city different crews of men may encounter 
differing conditions, rendering their unit 
cost performance somewhat incomparable. 
Comparing costs at different periods of time 
encounters added difficulties, such as differ- 
ences in prices, in weather, and in the morale 
of the employees. Proper interpretation and 
comparison of unit costs, therefore, is diffi- 
cult without a thorough knowledge of cir- 
cumstances surrounding the work. 

A third limitation to the use of cost ac- 
counting is its complexity and the inade- 
quacy of information on municipal costing. 
There are “different costs for different pur- 
poses.” Even the relatively simple operation 
of rock crushing may require the determina- 
tion of several kinds of costs to satisfy vari- 
ous purposes. For example, what shall be 
the costs to transfer to the street department 
for rock furnished? Is it the intention to 
recover all of the outlay made in crushing 
the rock, including that for the quarry and 
the equipment (through charging depletion 
and depreciation), or just the variable ex- 
penses? Shall the cost of rock charged to the 
construction of streets financed by assess- 
ments be different from the cost of the rock 
used in street repair financed by general 
taxes? There is more reason for charging all 
costs (including depletion of the quarry, de- 
preciation of equipment, and interest on 
investment) in the former case than in the 
latter. The assessed individuals constitute a 
special group and charges to them are in- 
come. The charges for the rock used in re- 
pairs would merely be an inter-departmental 
charge. 

There are other costs involved. If an in- 


dividual wishes to buy a small amount of 
crushed rock, on what cost should the price 
charged him to be based? If a contractor is 
willing to purchase a large amount of crushed 
rock provided the price is low enough, what 
is the amount of the variable costs which 
must be covered by the price? In comparing 
this year’s efficiency of operation with that 
of last year, what elements of cost should be 
used in the comparison? If it is desired to 
know whether to replace the old equipment 
with new, what costs are to be compared? 

Since rock crushing is but one of many 
municipal activities in which cost accounting 
may be used, the subject of municipal cost- 
ing is seen to be very complex. As an added 
difficulty, little information is available for 
guidance in that field (although literature 
on cost accounting for private industries is 
applicable to some extent). Hence, cost ac- 
counting for municipalities, unless done by 
trained accountants, might easily produce 
inaccurate information. If incorrect unit 
costs are thought to be correct and therefore 
are relied upon, the results may be worse 
than if none were available and the officials 
used judgment based on their personal ob- 
servations. 

The relation of cost accounting to the general 
accounts and the expenditure classification.— 
The information used in cost accounting 
comes for the most part from the general 
accounts.’ So intimately are they related 
that the cost accounting may and usually 
should be “tied in” with the general ac- 
counts. If not actually “tied in,” their re- 
spective figures should at least be reconcil- 
able. 

Of much importance to expenditure ac- 
counting is the fact that good cost account- 
ing requires the distribution of expendi- 
tures by organization units and activities. 
The unit of product, the operation, or the 


7 Cost accounting uses various kinds of nonpecuniary 
data not found in the general accounts. Thus, for the 
purpose of distributing overhead costs, it may be neces- 
sary to know the labor hours worked at certain activi- 
ties, or the miles run by trucks in serving the activities. 
In determining unit costs, it is necessary to know the 
quantity of units of measurement—e.g., the number of 
homes from which refuse was collected, or the tons of 
refuse obtained. These data are accumulated outside 
the general accounting system. 
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specific job whose cost is to be determined all 
refer to a part or the whole of an activity, 
which in turn comprises a part or the whole 
of the operations of an organization unit. 
Responsibility for the results disclosed in the 
costs can therefore be traced to executives in 
charge of organization units. Thus we find a 
classification of expenditures by organiza- 
tion unit and activity admirably suited to 
cost accounting. 

In some cases the relationship between 
cost and expenditure accounting is so close 
that the unit costs are practically determi- 
nable from the expenditure reports.* The de- 
gree of relationship depends considerably 
upon what the unit cost is expected to in- 
clude, however. For certain purposes it may 
be that not all indirect costs per unit are re- 
quired: e.g., in comparing the effect of vary- 
ing the amounts of production when certain 
indirect costs are constant. In such a case 
the expenditure accounting might be quite 
sufficient. It may be desired to include such 
indirect costs as the maintenance and opera- 
tion of buildings which may not be distrib- 
uted to activities in the general accounts. 
There is then less chance of finding the ex- 
penditure accounts already suitably ar- 
ranged for costing. Because these are a vari- 
ety of costs with different purposes, the rela- 
tionship of the cost accounts to the general 
accounts cannot be of a fixed nature. 

For certain unit costs, it may be quite 
necessary to include items not appearing in 
the general accounts at all. An instance 
would arise in the comparison of the costs of 
two methods of performing the same opera- 
tion, using fixed assets of differing value. 
Interest on investment as well as deprecia- 
tion on the assets would be properly re- 
garded as costs, whereas the general books 
would probably not record the depreciation 
and certainly not the interest. If the items 
are made a part of the cost accounts, they 
will also appear in the reconciliation of the 
cost ledger with the general ledger. 

The point of closest relationship between 


8 Burton, Costing Schemes for Local Authorities, pp. 
113-14, and E. T. Sampson, “Report of the Committee 
on Uniformity of Municipal Accounting and Municipal 
Finance,” The Comptroller, IV (February, 1930), 12. 
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cost and general accounts lies in the detailed 
distribution of expenditures. The division of 
expenditures among the various classes of 
direct and indirect costs for costing purposes 
is closely akin to classifying by object in the 
general accounts. The two provide useful 
analyses of activity costs, although cost ae- 
counting proceeds further by finally present- 
ing costs per unit. To provide both a detailed 
object classification in the general accounts 
and a classification in the cost accounts 
seems then to be rather useless duplication. 
One classification properly arranged for cost- 
ing would serve. 

For the activities to which cost accounting 
is being applied, it is convenient to locate 
the detailed classification of expenditures by 
object in the cost accounts rather than in 
the general accounts. The cost accounts 
may then be expected to supply any desired 
information on the objects of expenditure, 
even for financial reports. Among the general 
accounts should be maintained accounts 
controlling the costs, however. Sometimes 
the activity accounts themselves serve as 
the control accounts. Sometimes several con- 
trolling accounts for each activity may be 
provided, such as accounts for direct labor, 
direct materials, and overhead. Under either 
method the detail accounts in the cost ledger 
should agree in total with the controls in the 
general ledger or be reconcilable thereto. 

Depreciation in the cost and financial ac- 
counting.—The emphasis on the accounting 
for the original cost of buildings and equip- 
ment is quite different in the two sets of ac- 
counts. To charge activities with deprecia- 
tion on such assets seems quite needless ex- 
cept in the case of certain unit costs. Hence 
it is usually not done in the general ac- 
counts.® 

The reasons for including depreciation in 
industrial accounts seem absent in general 
municipal accounting. In the latter, replace- 
ments are made from new appropriations out 
of current income or borrowings. They do 
not depend upon earnings. Hence the need 
for reserving sufficient income by means of 

® Public utilities and other government enterprises 


operated on a profit or “break-even” basis are excluded 
from this discussion. They must consider depreciation. 


( 


deprecia 
“profits 
exceptic 
would r 
as an e) 
recover! 
value is 
tion car 
ting up 
amount 
to the 

leaving 
sponsib 
costs a: 
not ber 
preciati 
cant on 
depreci 
general 

For 

depreci 
types o 
be incl 
cated | 


10 Tf it 
of perfor 
the two 
cluded. | 
study us 

Oak 
may hel, 
paid for 
minimur 
this, too. 
in the a 
Depreciz 
City, XO 


Cost Accounting and the Classification of Municipal Expenditures 295 


depreciation charges does not exist. Nor are 
“profits and losses” determined (with a few 
exceptions, such as public utilities) which 
would require that depreciation be charged 
as an expense. For obtaining insurance and 
recovering on insurance, the depreciated 
value is quite important, but the informa- 
tion can be obtained just as well without set- 
ting up the depreciation in the accounts. The 
amount of the depreciation is not subject 
to the control of the operating executive, 
leaving no reason for charging it as his re- 
sponsibility. Even a comparison of activity 
costs as shown in the general accounts, is 
not benefited particularly by including de- 
preciation; the variable costs are the signifi- 
cant ones to compare.!® Hence it seems that 
depreciating capital assets is unnecessary in 
general municipal accounting." 

For cost accounting purposes, however, 
depreciation may be necessary. Certain 
types of unit costs require that depreciation 
be included. One plan for doing this, advo- 
cated by Public Administration Service, is 

10 Tf it is desired to compare the costs of two methods 
of performing the activity, using differing assets under 
the two methods, depreciation would need to be in- 
cluded. But that would be a subject for a special cost 
study using unit costs rather than total activity costs. 

"Oakey points out that depreciation accounting 
may help determine how much ought equitably to be 
paid for replacements or new capital each year as a 
minimum, to make each year bear a just burden. But 
this, too, could be done without setting depreciation up 
in the accounts. (Francis Oakey, “The Application of 


Depreciation to Municipal Accounts,” The American 
City, XXXIX (1928), 151-53.) 


to have equipment controlled and main- 
tained by a central equipment division, 
which would charge a rental for the use of 
equipment sufficient to cover maintenance 
and depreciation as well as operating ex- 
pense.” Interdepartmental charges would 
then be necessary upon the general books, 
with credits to reserve for depreciation. De- 
preciation as such could be confined to the 
cost accounts, however. 

Conclusion.—Municipal cost accounting 
is of growing importance and a classification 
of municipal expenditures should be such as 
to provide the financial data necessary for 
costing. It should classify expenditures by 
organization units and activities, both of 
which are basic to cost accounting. When a 
costing system is installed, the object ac- 
counts should preferably be removed to the 
cost books. The activity accounts may be 
made to serve as control accounts, or more 
detailed controls can be readily established 
by adding operation or major object ac- 
counts subsidiary to the activity accounts. 
The two systems of accounts thus can be 
properly coordinated. 


12 Sometimes the department using the equipment 
provides its own operator and supplies, in which case 
operating costs are excluded from the rental. 

13 Cost accounting also emphasizes the need for stores 
accounting, that is, charging purchased stores to stores 
accounts and then charging activities with materials 
and supplies only as they are used. This is an essential 
feature in both expenditure and cost accounting; but 
in the latter, where the cost per unit is sought, the ab- 
solute necessity of it seems much clearer. 
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Stabilized Accounting. Henry W. Sweeney. (New York: 
Harper’s, 1936. Pp. xiii, 219. $3.00.) 


The choice of a title for a book is always a difficult 
problem. But the reviewer, unlike author and publisher, 
is under no compulsion to prefer a brief title when a 
comprehensive one could better headline the book. For 
example, “An accountant’s technic for calculating 
stabilized profits” as a title would at once show the 
reader that the book deals with a type of profit calcula- 
tion rather than possible new bookkeeping procedures. 
This would be reassuring to most readers. Or,“A 
method for re-expressing financial statements in terms 
of the current general price level,” as a title would 
give a direct clue to the element now so cryptically 
covered in the word “stabilized.” This too would be re- 
assuring, for a considerable number of people may at 
first interpret ‘Stabilized Accounting’’ as meaning 
legislated uniformity in accounting procedure or some- 
thing equally artificial and restrictive. 

It should be said at once, however, that the author 
does not propose any change in recording methodology 
or valuation base. It is only incidental that he favors 
replacement value over original cost, for he makes his 
interpretive technic applicable to whatever valuation 
base is used. The book, therefore, is a notable supple- 
ment to a somewhat meager literature on the interpre- 
tation of accounting data and to the debates on re- 
placement value versus original cost. 

It is not stable prices that the author discusses, nor 
regimented accounting procedure, but leveled profits. 
The effect of the proposed technic would be to narrow 
the calculated profit margin on the upswings of the 
general price level and widen it on the downswings. Ina 
sense therefore the idea is to produce a methodology— 
and a philosophy—for accomplishing systematically 
what management has long tried to do by increasing de- 
preciation and maintenance in good times and de- 
creasing them in bad times, or by building up surpluses 
and reserves out of high profits to be used to absorb sub- 
sequent losses when the tide had turned. 

There are not a few people who have strong convic- 
tions about artificially leveling the data for naturally 
fluctuating elements, holding that the functionof statis- 
tics and accounting is to reveal existing variations 
rather than to conceal them. There are others who will 
say that the search for “stabilization” is a result of de- 
pression psychology, that the term only means “stop 
the downward trend,” that there will be no stabiliza- 
tion urge on the up-swing—in a word, that stabilization, 
or artificial leveling, is not only undesirable but un- 
desired. 

On the other hand, whatever may help management 
and investors to grasp the realities of the situation and 
the trend will always be welcome. Herein lies the most 
promising aspect of the proposed technic: that its use 
may have the effect of breaking down the lay public’s 
“complacency of faith in figures” (Prof. Kester in the 
foreword) and in promoting “a clearer insight into the 
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usefulness and limitations of the present prevalent form 
of accounting” (p. 194). 

The first three chapters deal with the faults of ortho- 
dox accounting and the way accounting results are cor. 
rected by the use of the stabilizing technic. The next 
three chapters, about one-half of the book, consist of 
illustrative applications of stabilization to a public 
utility, a woolen mill and a factoring company. Six of 
the eight chapters therefore may be said to present the 
theory and practice of the methodology, while the last 
two deal with sundry related topics and answers to 
objections. 

The theory chapters are compactly written—too 
compactly perhaps for the good of the book. The sub- 
ject matter is inescapably theoretical and the book 
therefore suffers from the relegation of much of the dis- 
cussions of theory to magazine articles scattered over 
the past ten years. It is regrettable that a truly pioneer. 
ing work such as this could not be a comprehensive 
treatise in its own right. The author has of course given 
ample credit to European writers in his citations so 
that the advanced student can expand the subject as 
he may desire. But that does not help most of us. And 
we probably have not, nor will we, read the dozen or 
more supplementary articles by the author himself. 
As a result the full case for the proposed technic is not 
made in the book at hand. 

Since the subject is highly theoretical, even though 
aimed at expounding a technic, it seems out of propor 
tion to devote over half of the available space to illus- 
trative practical applications. If the purpose was to off- 
set the curse which to some people seems to attach to 
anything theoretical, it is doubtful whether the purpose 
has been accomplished. The Three Little Pigs are still 
pork in spite of their pants. 

On the whole one may easily be of the opinion that 
the work would have been much improved for many 
people by the inclusion of more of the theoretical ma- 
terial from prior magazine articles and the relegation to 
periodicals of the answers to objections and like ma- 
terial now in Chapters VII and VIII. 

Chapter I is entitled ““Where Accounting Always 
Goes Wrong.” Since a better understanding of the 
limitations of orthodox accounting is given as one of the 
main reasons for studying stabilization technic, the 
reader will do well to give particular attention to this 
chapter, for therein accounting as we know it is said 
to be irrelevant to the real reason for keeping accounts, 
mathematically unsound because of combining ut- 
homogeneous elements, and incomplete in its failure 
to display all of the helpful information it could easily 
do. 

In considering this basic chapter, however, the reader 
may find it advantageous to keep certain questions in 
mind. Is the reason for keeping accounts more closely 
related to progress toward greater power over consump 
tion goods in the hands of individuals, or to the at- 
tempt on the part of producers of goods and services 
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topierce a little the veil separating cause from effect in 
their activity and judgments? Is greater homogeneity 
to be obtained from making comparable all the ele- 
ments in a financial statement of a specific date by 
translating them into current general price level equiva- 
lents, or from making comparable all statements of 
whatever date by keeping them expressive of real trans- 
actions stated in terms of actual outlay costs? Will a 
greater service be rendered management and investors 
by bringing under the aegis of accounting itself all pos- 
sible interpretive devices or by refining and improving 
accounting for original cost to such an extent that it 
may serve as a fully dependable base for whatever in- 
terpretation the individual concerned may be capable of 
bringing to it? 

It may be true that the lay public tends to consider 
original cost figures in a balance sheet as if they were 
present value figures. But there is another possible 
corrective besides interposing an analytical methodol- 
ogy to convert actual outlays into what the lay public 
thinks it is reading. That would be the stubborn reitera- 
tion of the inescapable limitations of accounts expressed 
in their natural medium of original costs: a constant re- 
minder to the reader to make his own interpretation or 
apply to some one skilled in such interpretation. Wheth- 
er the public accountant should be that “‘someone” 
will no doubt be an open question in the minds of many 
professional accountants. 

In its entirety accountancy may in fact consist of 
three distinct areas: recording, verifying, interpreting, 
oras the author calls them (p. 101), bookkeeping, audit- 
ing, and stabilizing. But there is still the question 
whether the public accountant has any more duty re- 
garding the third step than the first. Comptrollership, 
if that is what the phrase “the accountant” connotes, 
may well include all three in its wide scope of responsi- 
bility, and even more, such as economic statistics, 
budgeting, balance sheet ratios, ete. But the author, 
in his practical cases, seems to consider stabilizing as a 
professional service to be offered clients supplementary 
toan audit. 

Chapter II is entitled, “How Stabilized Accounting 
Corrects Ordinary Accounting.’ The procedure, some- 
what simplified for the sake of clarity, is to multiply the 
fixed asset cost, the liabilities and capital invested, by 
the current index of the general price level (in practice 
the author uses Carl Snyder’s index). Cash and other 
“money-value” items like debts are not adjusted by 
an index for they already express “purchasing power” 
(p. 16). When the conversion has been completed “the 
residue of profit and loss remaining from the activities 
of all periods up to the date of stabilization . . . is 
ascertained in the manner of typical single entry book- 
keeping” (p. 25). As is the case in single entry itself, 
the analysis of the change in surplus between balance 
sheet dates is in stabilized accounting very much sub- 
ordinated and not systematically developed as in double 
entry. The profit and loss is analyzed by a priori reason- 
ing into a breakdown of the single-entry surplus 
changes. 

It is at this point that the reader begins to meet new 
and not infrequently confusing discussions and com- 
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putations. For example, $3,000 cash collected during a 
year in which the average index was 125 and the closing 
index was 150, would be considered to have experi- 
enced an unrealized money-value loss (shrinkage of cur- 
rent purchasing power) of $600 (20% of $3,000) because 
the general price level had risen 20% (from 125 to 150). 
But the payment of a cash dividend at the end of the 
year of $2,250 would be considered to have converted a 
proportionate part (three-fourths) of the unrealized 
money value loss of $600 into a realized money-value 
loss of $450. This would leave $150 to represent the re- 
maining unrealized shrinkage in purchasing power of the 
cash balance of $750. Both the $450 and the $150 items 
would be exhibited in the profit and loss analysis as 
losses. Downward fluctuations in the general index 
would produce similar realized and unrealized money- 
values gains to be exhibited in the profit and loss state- 
ment. There would also be realized and unrealized real- 
value losses and gains to be distinguished as well as 
money-value assets, real-value assets, stabilized in- 
creases in realized surplus, and stabilized unrealized 
net loss to understand. sie 
If the relatively simple concept of balance sheet\ 
assets as unamortized costs must be forever confused ' 
by many readers with present values, it seems that the | 
addition of new and strange distinctions in the kinds of | 
losses and gains would have better than an even chance | 
of further confusing the same readers rather than | 
clarifying their comprehension of what really trans- 
: 


The author’s answer to the objection of “too com- 
plicated” (p. 96) is that “the present basis on which con- 
ventional accounting rests . . . must unfortunately be 
looked upon as having become much too simple a one 
for satisfactory use in an economic system of many 
fluctuating prices,” and that the complexity of stabil- 
ized accounting “‘must be looked upon as a necessary 
accompaniment of the complicated economic structure” 
which is characteristic of modern industrial society. 
This is not to deny the additional complexity but 
merely to assert its inevitability. If additional com- 
plexity is inescapable, so too is further confusion inev- 
itable for most of us, man being the poor creature that 
he is. For the few—those who can follow statistical 
involutions easily and who are well grounded in the 
economics of price—a complete new technic can per- 
haps be really enlightening. But we may be permitted 
to doubt whether this favored group includes a very 
large number of the business executives who guide our 
enterprises, the investors who own the concerns, the 
bankers who lend to them, or the officials of the govern- 
ments which regulate or tax them. Yet who else consti- 
tute the readers of financial statements? 

Space does not permit the separate discussion of each 
chapter of this stimulating book. No doubt it will be 
fought over in accounting seminars for a long time to 
come. But its complexity precludes either an im- 
mediate or a widespread incorporation of the new tech- 
nic into business management and accounting practice. 
When and if rapid or er price-level changes oc- 
cur in this country, a technic for interpreting some of 
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time. The author does not ask, but it is a fair question, 
what is the present status of the inflation-born tech- 
nics of Europe? Even periods of inflation pass. The 
most lasting element flowing out of the European ex- 
periences is likely to be the quickening they gave to the 
consideration of the fundamentals of accounting theory. 
It is possible that the same may be the history of this 
book. 

Price has been traditionally the keynote of orthodox 
accounting: the record was always one of prices paid 
or received in the past or of prices to be paid or to be 
received in the future. In this book, purchasing power be- 
comes the major theme. In this substitution lies its 
chief contribution and at the same time the principal 
source of its complexity. It is a contribution because, 
like the concept of real wages, it leads men to think be- 
low the surface; it is a source of complexity because the 
significance of a changing power to command other 
goods is much more difficult to grasp than the idea of 
the unchangeable cost of goods which results from an 
actual transaction: a case of the concrete versus the 
abstract. 

Behind the newer philosophy lie much more ab- 
struse economic phenomena than are involved in the 
simple economics of exchanges (actual transactions). 
If prices of goods and services rise, the purchasing 
power of money and debts falls. When goods are ex- 
pressed in terms of money we see varied price levels; 
when money is expressed in terms of goods we see 
varied purchasing power. But a difference in accounting 
is to be noted: money and debts represent potential 
services, but goods in hand represent actual services in 
hand. 

The distinction is important because goods in pos- 
session are not yet effective purchasing power; they be- 
come so only when offered in a market. But fixed as- 
sets, for example, are not held for marketing. Therefore 
they have real purchasing power only through the 
product they make possible or because they are 
to be abandoned as productive capital by one own- 
ership and taken over by another ownership. Since 
the last case can hardly be considered apropos to a 
going concern and since accounting is especially de- 
signed for going concerns, it follows that, as far as fixed 
assets are concerned, exchange-value (current price) is 
of very little interest whereas usevalue (unamoritzed 
cost) is of highest importance. Statements, therefore, 
which purport to show “values” other than costs are 
purely hypothetical statements, that is, statements as 
they would be if something or other were to happen—if 
replacements were made at present prices, if old assets 
were sold in competition with new assets produced un- 
der different conditions, or the like. 

Purchasing power is quite abstract until put to the 
test of being exercised. What looks like power now may 
tomorrow be very different; what looks like a power 
may in fact be a not-power for the want of a will to put 
it to the test of exchange. Suppose all business concerns 
expressed their fixed assets in terms of current general 
price levels (general purchasing power). The entire lack 
of reality here will be evident when we see these con- 
cerns in large numbers trying to exercise that power at 
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about the same time. So it seems that a theory which 
looks helpful in analyzing an individual situation may 
be quite untenable if applied to the whole situation. 

Which, then, is the more difficult element to hold 
steadily before the mind, the significance of purchasing 
power in the abstract or the natural limitations of ac. 
counts in terms of actual prices as of specific dates? 

If profit computation rather than display of values 
is the basic function of accounting (as the outlay-cost 
view of accounting methodology maintains) then the 
most fundamental concept in accounting should be the 
concept of profit. This book proposes a new concept of 
profit, but leaves to magazine articles much of the dis- 
cussion in support of it. What proportionate benefit can 
be expected then from an elaborate technic for com- 
puting profit according to a new concept of what profit 
is, when the new concept has not been well established 
or firmly linked to the methodology? 

Is profit the margin between original outlay cost and 
actual sales price, as orthodoxy holds, or the margin 
between current market price (whether measured by 
specific replacement prices or by an index of general 
price levels) and actual sales price? Should not the 
basic concept of profit be centered upon the earning of a 
return from one’s activity in rendering economic ser- 
vices, rather than upon the severability or non-sever- 
ability of the assets remaining after maintaining capi- 
tal, either nominal capital, physical capital, or real 
capital according to the specific author in question? 

Such questions as these help to explain why it was 
indicated above that the book would have been 
strengthened by the inclusion, as the author is quite 
capable of doing, of more of the theoretical side of the 
issues. 

The case of stabilized accounting would have been 
stronger if more emphasis had been given to a consis- 
tent synchronization of financial statements with both 
the up-swing and down-swing of price levels, if the av- 
thor had offered his technic as an approach to the sepa- 
ration of losses or gains from scarcity fluctuations and 
losses and gains from managerial skill and executive 
efficiency, if the proposals were advanced as systematic 
alternatives to the impulsive write-up and write-down 
of assets as a means of altering costs in order to change 
calculated profits when changing conditions create a 
sort of mental panic. 

While the reviewer may seem unduly critical of s0 
important a pioneering work, and perhaps too obvi- 
ously of a different school of thought, the fact remains 
that the book is much appreciated. Its value to students 
must be great even if it did no more than to reveal to 
them some of the problems with monetary manipuls- 
tion and the resultant inflation for a time visited upon 
Europe. This is no time complacently to hold that “i 
can’t happen here.” But the author’s contribution is 
more than a reflection of European thought for his in- 
novations so extend and refine the technics developed 
abroad that he almost succeeds in converting them into 
a methodology. 

Some of us may be skeptics from conservatism of 
from choice; but that does not preclude the possibility 
that some others may be definitely ahead of current 
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opinion and clearer visioned than most. However that 
may be, it is easy to say with the utmost sincerity that 
the main fault of the book is that there is not enough 
of it. 
A. C. LirrLeton 
University of Illinois 


Public Finance: Third Edition. Harley L. Lutz. (New 
York: D. Appleton-Century Co. 1936. Pp. viii, 940. 
$4.00.) 

This third edition of Lutz will be welcomed by those 
who have looked upon his Public Finance as a stand- 
ard text. With things happening with a kaleidoscopic 
pace in the field of public finance during the last few 
years, there have been many changes in the seven years 
since the second edition appeared. 

It is largely with these changes and their implica- 
tions with which the additional material in this larger 
edition deals. Professor Lutz still builds around funda- 
mental ideas of governmental finance, and perhaps 
brings out with even greater emphasis than in the 
previous editions, the need for maintaining the demo- 
cratic ideal in our public finances. 

One can scarcely imagine unfamiliarity with Lutz, 
yet for anyone who may not be familiar with his Public 
Finance, it may be pointed out that the first part is 
devoted to Public Expenditures, the second to Commer- 
cial and Administrative Revenues, the third to Taxa- 
tion, the fourth to Public Credit and the Fifth to Finan- 
cial Administration. 

In a field as controversial as Public Finance there is 
certain to be differences of opinion, and everyone will 
not agree with Lutz in all of his conclusions. They must 
agree, however, that his facts are well organized and 
that the reasoning to bolster his conclusions is presented 
in a masterful fashion. 

Meruin H. Hunter 

University of Illinois 


Accounting—Elementary Theory and Practice. Richard 
Norman Owens and Ralph Dale Kennedy. (New 
York: D. Van Nostrand Company, 1936. Pp. vii, 
687. $4.) 


As one looks at the table of contents of this volume 
it is surprising what a large number of topics are en- 
compassed under the title of elementary accounting. Ap- 
parently the book is intended as a text for students who 
have no previous knowledge of accounting and offers 
them one college year of study. The student is carried 
from financial statements through the gamut of ac- 
counts, journals, adjustments, closing, forms of business 
organization, cost accounting, valuation of assets and 
liabilities, instalment sales, consignments, joint ven- 
tures, branches, control of cash, expense distribution, 
consolidated statements, single entry, and budgets. 
Such a volume would probably well suit the school that 
offers only one or two courses in accounting with no in- 
tent of training accountants. For the school witha 
complete accounting curriculum the volume probably 
moves too rapidly to give a thorough basis as far as 
the knowledge of each subject is concerned. 
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The volume has many good features. The illustra- 
tions of journal entries, ledger accounts, and statements 
are plentiful and self explanatory. They increase the 
value of the book materially and their importance 
should not be minimized. The problems are of a varied 
nature, fitting the needs of almost any class group. In- 
deed, one of the outstanding features which make this 
book valuable as a text is the problem material. They 
assume various degrees of length and difficulty to be 
selected by the instructor. As well as the problems at 
the end of each chapter there are a series of six practice 
sets at the end of the text. These vary in length and the 
type of business organization dealt with. They add to 
the utility of the text for class room purposes. The 
questions found at the end of each chapter are of ex- 
cellent type. Most of them are thought stimulating, not 
relying on pure memory work. One noticeable feature 
of the book is the use of paragraph headings. These 
black-face type sentences indicate the important 
thought in each paragraph. This is a welcome relief 
from the few words that are so frequently found so 
placed, which leave no particular thought with the 
reader. The topic sentences in this volume would form 
excellent review aids. 

The fact that so much subject material has been 
covered in so comparatively few pages has caused cer- 
tain points to arise which the experienced reader of 
accounting material would take for granted, but which 
might be a bit confusing to the novice. A great portion 
of the remainder of this review is used to point out such 
places. When a classification of liabilities is discussed 
in chapter II, deferred credits are ignored, even though 
they are illustrated in subsequent parts of the text. In 
the arrangement of assets on the balance sheet, prepaid 
items are placed before fixed assets on the basis of the 
general order of assets which is that “in which they are 
likely to be converted into cash.’ There is no more 
likelihood that prepaid items will be converted into 
cash than that fixed items will, as a matter of fact there 
is probably less chance that this will happen. The Re- 
serve For Bad Debts might be more logically deducted 
from the sum of Accounts Receivable and Notes Re- 
ceivable instead of from Accounts Receivable alone. It 
all depends on how the notes have arisen. This reserve 
should be determined as a percentage of net sales on 
account. 

The valuation of permanent investments at cost, 
writing them up to par by maturity date is emphasized 
to the exclusion of the other rather common procedure. 
The charging of excess cost on betterments to Surplus 
is questionable, as is also the write off of franchises 
which the text indicates should be a Surplus charge. 
The authors also indicate that Goodwill should be writ- 
ten off against Surplus if it does not create a deficit 
or endanger the dividend policy. This same treatment 
is suggested for Organization Expense. 

In the discussion of structure of accounts it is pointed 
out that “skeleton” or “T’’ accounts are sometimes 
used. Surely the authors do not mean that such ac- 
counts would be used properly except for analytical or 
problem work. In this same discussion the ruling of the 
accounts is not shown as they are closed, however it is 
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illustrated in a later section of the text. That no ex- 
planation should be made in ledger accounts is doubt- 
ful. Many times one word of explanation in a ledger 
account saves much time in hunting back for the orig- 
inal entry. 

In some of the illustrated forms the miscellaneous 
column does not appear adjacent to the explanation 
column. As a general rule this would be a better arrange- 
ment because these items are the ones that need to be 
posted individually. Unless separate bank accounts are 
maintained in the ledger for various banks these col- 
umns are simply memo columns in the cash received 
book. It is probably not good accounting procedure to 
omit cash debits from the cash received book until cash 
is deposited, even though several banks are employed. 
The authors of the book suggest such a procedure. In 
the cash payments book separate bank columns would 
not be a necessity unless separate bank accounts are 
maintained in the ledger. The authors do not make 
clear at this point whether they mean separate bank 
accounts in the ledger or simply several bank accounts 
for deposits. 

The voucher system is discussed briefly in the chap- 
ter on special journals, but at other points in the volume 
where the system would be important, for example in 
connection with cost accounting, the system is not 
mentioned or illustrated in entries shown. The con- 
trolling account feature of vouchers payable is not 
emphasized as such. Although not fundamentally 
proper the voucher system has worked well and easily 
even though several invoices are paid through one 
voucher. Careful filing of invoices and the periodic 
preparation of vouchers are all that is necessary in 
such a procedure. 

Cost accounting is discussed in one chapter. Such a 
subject cannot be done justice in so brief a space. There 
are two other chapters at this point, one on general ac- 
counting for the factory and another on the factory 
ledger. The statement of cost of goods manufactured 
illustrated early in the first chapter of this group does 
not show the treatment of process inventories clearly. 
In the closing entries, if inventories of raw material 
were closed into purchases a single figure for raw ma- 
terials used would be obtained. This is not done. Also, 
the manufacturing account is closed into Profit and 
Loss. It seems that this might be better to finished 
goods. The average method of charging raw materials 
to process is discussed without indicating the fact that 
there are two possible average methods that might be 
used. Idle time is ignored when time tickets and in-and- 
out cards are discussed. Balances of underapplied or 
overapplied manufacturing expense might be very 
properly left in the burden account, particularly if they 
represent accrued or deferred items. The authors indi- 
cate that these amounts should be shown as increasing 
or decreasing cost for the current period. “The labor 
hour method, however, measures costs on the basis of 
labor hours instead of machine hours, and the machine 
hour method is therefore a more accurate and more re- 
liable method.” “The machine hour method is more 
accurate than the other methods,....” One might 
ask, “‘Why?”, to both of these statements made in the 
text. The problem of expense distribution, certainly one 
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of the most difficult problems in cost accounting, is dis- 
cussed only in a very general way. The use of an “ap- 
plied manufacturing expense’ account does not seem 
necessary. 

In the profit and loss statement the term “gross in- 
come” is used for the amount obtained after non- 
operating income has been added to net operating 
profit. The use of the word gross is undoubtedly mis- 
leading since all of the operating expenses have been 
deducted. The statement that bad debt expense is an 
administrative expense is purely arbitrary. In some 
cases it might readily be a selling expense, or possibly 
even a non-operating expense. 

The questions of prepaid insurance and uncon- 
sumed advertising supplies are brought into a problem 
before they have been discussed in the text. In the for- 
mal discussion of adjusting entries, interest calculations 
are not discussed. The experience of many instructors 
shows that students need a good bit of such training, 
Adjustments for accrued taxes, one of the most com- 
mon expenses to be accrued, are not discussed. When 
readjustments are discussed the following statement is 
made: “‘All adjusting entries which have resulted in the 
setting up of temporary asset or liability accounts at 
the end of the period must be reversed. The adjusting 
entries recording depreciation and bad debts expense 
are not reversed because temporary asset or liability 
accounts are not involved.”’ How is the novice to know 
whether such items involve temporary assets or liabili- 
ties or not? A much more definite and understandable 
statement could be made relative to readjustments. 

The question of closing the ledger arises in prob- 
lems at the end of chapter V. Nothing has been said 
previous to this about the treatment of inventories in 
the closing process. Inventories are involved in the 
problems and specific instruction is given to close the 
inventories directly to Profit and Loss. This occurs in 
two problems and refers to both the beginning and end- 
ing inventories. Whenever closing entries are illus- 
trated at various points in the book all nominal ac- 
counts are closed directly to Profit and Loss while the 
old inventory is closed to Profit and Loss and the new 
inventory is set up through Profit and Loss. The value 
of a tie-up between the closing entries, ledger accounts, 
and profit and loss statement is ignored. If sales re- 
turns and allowances are closed to sales, purchase re- 
turns and allowances and freight in to purchases, and 
if the inventories are handled in the closing through the 
purchase account this relationship is complete. More- 
over, this process emphasizes the use of the profit and 
loss statement as a source for the preparation of closing 
entries. This preparation of closing entries from the 
profit and loss statement is important, although ig- 
nored in this volume, for the statement is often pre- 
pared before the books are closed, in which case it be- 
comes the most direct basis for the closing entries. The 
method of closing all nominal accounts, including in- 
ventory, directly to profit and loss is the only method 
discussed in the book. 

When partnership opening entries are discussed the 
procedure to be followed if an old set of books is to be 
used is not discussed. In one paragraph it is stated that 
salaries should be credited to the partner’s drawing 
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account, but an illustrative entry appearing later shows 
these salaries credited to the capital account. The au- 
thors state that salaries and interest must be provided 
for whether there is a profit or not. Still the illustrative 
entries show both of these as entries from profit and 
loss. They do not seem quite consistent. In illustrating 
the sale of a partnership, goodwill is entered on the 
partnership books. Since the business is being sold it 
might be better to record this as a profit on the sale 
of the business from the point of view of the partner- 
ship. 
It is stated that participating preferred stock shares 
“equally”’ in dividends over the stated rate. This should 
be “proportionately.” That premium on capital stock 
may be closed into surplus may be legal is true, but the 
wisdom of such a procedure might be questioned. The 
discussion of the subscribers cash receipts journal in 
connection with a regular cash receipts book is not 
quite clear unless the checkoff system is to be assumed. 
The latter is not mentioned. 

An instrument may be negotiable if payable on de- 
mand. In the list of requirements of negotiable instru- 
ments this is not mentioned. The method of deducting 
reserves for deferred profits on instalment sales from 
accounts receivable is undoubtedly ultra-conservative. 
Expense classification and distribution is discussed in 
only a very general way. ““The more favorable current 
ratio in the dull season of the year is one reason why the 
books should be closed at that time.” It seems that such 
a consideration should be negligible. The statement 
that “consolidated statements should be prepared by 
any company which owns more than a majority of the 
stock of another” is a little difficult to interpret. It is 
later indicated that more than half ownership is the 
criterion. 

The proof of posting in single entry is not men- 
tioned, which probably accounts for the form of cash 
books which would make such proof of posting difficult 
to prepare. We are told in chapter I that a budget is 
based upon past receipts and expenses. This statement 
is corrected in the chapter on budgeting, but it gives a 
wrong impression in this early chapter. The function 
of the auditor is something more than the checking of 
entries. The authors tell us that checking for wrong 
amounts, omissions, and fraudulent entries comprise 
the function of the auditor. 

It is to be doubted whether “the purpose of business 
isto make money” and that “the purpose of accounting 
is to find out from where the money has come, and 
where it has gone.” In the case of partnerships it is said 
that business is conducted for a profit. Their use of the 
word “‘money”’ occurs again in connection with partner- 
ship investment. 

In general the material presented in this volume is 
orthodox. The illustrative material, problems, and ques- 
tions are excellent. With proper refinement it would be 
good as a text for the school offering little accounting. 
The most important criticism is that it attempts to 
present a number of subjects which would each make a 
good textbook in itself, and thereby cannot do justice 
to all of them. 

Rosert Hackett 
University of Illinois 
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The authors’ preface states that this book is designed 
for those students who expect to specialize in account- 
ing work and also for those who expect to interpret and 
use accounting reports in some business or other ca- 
pacity. 

The book seems to meet adequately the needs of the 
first group—those who later will take advanced courses 
in the field. It is written in simple and clear style. The 
topics are developed in an orderly manner, so pre- 
sented and illustrated that no student should fail to 
see clearly the relationships involved. To facilitate this 
the authors have used topic sentences instead of the 
more conventional paragraph headings. 

After a brief introductory chapter, the book begins 
with an explanation of the items and classifications 
commonly found on the balance sheet and then in 
similar fashion it deals with the profit and loss state- 
ment. 

Part II develops the effect of business transactions 
upon the statements, the ledger, the journal and the 
trial balance in the order named. Controlling accounts, 
subsidiary ledgers and special journals are included also 
in this section. 

Part III treats the adjusting and closing of the books 
in complete fashion. The rest of the book includes inter- 
esting groups of chapters on such topics as Partner- 
ships, the Corporation, Special Problems of the Manu- 
facturing Concern, and Accounting for Special Kinds 
of Sales. 

Adequate elementary chapters on Interpretation of 
Financial Statements, Consolidated Statements, Con- 
trol of Cash, and the Budget are grouped in Part VIII, 
“Use of Accounting Information in Financial State- 
ments.” 

Six good practice sets (Part IX) and questions and 
problems following the chapters provide ample practice 
material of the “how” variety. 

Some teachers will find the treatment of problems of 
alternative accounting principles inadequate for the 
needs of those students who can take only one course in 
the field. 

Certainly a definite statement of the principle to be 
followed in accounting for a transaction minimizes the 
present difficulties of the confused student, but often it 
merely postpones the confusion if there is a difference 
of opinion among the profession on the particular 
principle. Two examples of this may be cited. On page 
372 it is stated that reserves (against accounts receiv- 
able) for sales discount are not usually set up “because 
sales discount is treated as a financial item similar to 
interest expense and, therefore, is logically a deduction 
from the income of the period which benefits from the 
cash collection.” Again, (page 412) discount on bonds 
is stated to be a deferred charge because it is “prepaid 
interest.” In this instance the authors inadvertently 
present an argument for the opposing point of view by 
stating (page 414) that in the case of bonds issued at a 
discount, at maturity the investor must be paid an 
amount in addition to the sum originally borrowed. 

It may be that it is not possible to reconcile the 
clarity of treatment achieved by the authors with the 
introduction of the broader and some times contro- 
versial topics that are live issues with accountants to- 
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day. Nevertheless, the omission of such topics as Prob- 
lems of Income and the brief treatment given other ac- 
counting policy problems may make the book seem un- 
balanced to those who must, in a single course provide 
students with the background for the “interpretation 
and use of accounting reports in some business or other 
capacity.” 
R. H. Rosnerr 
Massachusetts Institution of Technology 


The Problem of Investment. F. I. Shaffner. (New York: 

John Wiley & Sons, 1936. Pp. viii, 347. $3.00.) 

Dr. Shaffner believes that “Various things may be 
done—many of them by the investor himself—to cope 
with new risk-engendering situations, and this book at- 
tempts to appraise them dispassionately.”’ To appraise 
investments dispassionately is something of an under- 
taking for many students of the subject have had un- 
fortunate investment experiences in recent years. Per- 
haps Mr. Shaffner is not one of these, for he has suc- 
ceeded in maintaining a judicial attitude throughout 
his book. 

The first two chapters are devoted to “Investment 
Risks in a Dynamic World.” The dynamic world is re- 
ferred to as“... a world of bewildering change” in which 
**... all investors are speculators.” Indeed, “‘. . . the 
distinction between investment and speculation should 
be done away with entirely in the future literature on 
the subject.”” Book II deals with “Recent Tendencies 
in Investment Finance” in five chapters. The first of 
these presents data that explain why “.. . the recent 
and growing tendency to divorce control from owner- 
ship . . . is not surprising.” The following two chapters 
explain how the security holder is separated from the 
control of his funds through various malpractices. Then 
comes a chapter on entrance of banks into security dis- 
tribution and its significance for the investor and one 
on “The Rise and Fall of Foreign Investments” in 
which the causes for the fall are taken up. 

It is in Book III, “‘The Fallacy of Safety in Mortgage 
Bonds” that Dr. Shaffner makes his best contribution. 
Here he traces the introduction of equity into relation- 
ships arising out of the use of mortgages and finds that, 
in 1932, “...only sixteen states retained essentially 
the common law, or title, theory of mortgages.”’ Then, 
in 1934, came the epoch-making decision of the U. S. 
Supreme Court in Home Building and Loan Association 
v. Blaisdell,! which, in many ways, represents “. . . the 
death blow to mortgages so far as the effectiveness of 
the instrument as a means of enforcing payments of 
debts is concerned.”’ It is concluded that the mortgage 
no longer constitutes the protection to investment com- 
monly associated with it in the minds of most people. 

Under the topic, “The Plight of the Mortgage 
Holder,” Chapter IX, the growing complexity of the 
modern corporate indenture is traced in part to desire 
to “... avoid any repetition of difficulties previously 
encountered by corporations in the courts.” But, it is 
also the work of corporation lawyers seeking to insert 
concealed “. . . loopholes upon which the corporation 


1 290 U. S. 398. 


can rely for protection in event of litigation with its 
bondholders. . . .” Thus “. . . the lien conveyed by an 
after acquired-property clause is equitable only” 
(p. 126). As for the corporate trustee, “. . . the courts 
have been unwilling ... to impose .. . strict obliga. 
tions upon...” it. Indeed, the trustee under a bond 
issue is usually passive. Exculpatory clauses generally 
render the trustee liable only for “gross negligence or 
wilful misconduct” and “. . . the inherent difficulty of 
defining gross negligence is so great as to render the 
trustee, for all practical purposes, free from liability 
in most cases” (p. 138). 

In Chapter X, “The Corporation, The Haven of 
Federal Receivership and the Investor,” Dr. Shaffner 
refers to the definition of the Missouri Supreme Court 
of the friendly receivership as a device whereby the 
creditors of a corporation “...cannot enforce their 
legal rights in the courts of the country . . .”’ because no 
controversy is involved. The reasons for the preference 
for federal receiverships are discussed, the practice of 
appointing a receiver who was the responsible execu- 
tive of the very corporation of which he becomes re- 
ceiver and, the appointment of an attorney as receiver 
even though the attorney had participated in arrang- 
ing the receivership are also discussed. There follows 
anexcellent chapter on “Equity” vs. Justicein Relation 
to the Position of the Bondholder and one on cor- 
porate reorganizations. 

Discussing, ““The Growing Weakness of Corporate 
Mortgage Bonds in Economic Society,’ Dr. Shaffner 
asserts that “. . . the whole idea of mortgaging property 
appears . . . to have been a mistake . . .”’ since priority 
as to the income is the essential thing. The rulings of the 
Supreme Court in the Boyd Case? and in Fosdick vs. 
Schall are believed to have weakened the position of 
mortgage bondholders. Section 77B,* permitting a cor- 
poration to reorganize when the consent of two-thirds 
of the bondholders has been obtained, is regarded as an 
unjustifiable encroachment upon the rights of minori- 
ties (p. 185). Thus the position of mortgage bond- 
holders has become so weak that the author recom- 
mends the financing of corporations by the issuance of 
preferred and common shares only. If bonds be used 
they should be limited to a term of twenty years. He 
then reminds the reader of the disastrous growth of 
debts from 1922 to 1929 at a rate almost three times as 
fast as the national income. 

Book IV considers ‘Business Fluctuations and the 
Investor” in three chapters, the first of which outlines 
the major theories of cycles and concludes that they 
would come closer to explanation if they could be 
welded together. Taken together they imply that 
“*. . . the causes of business fluctuations are too deeply 
rooted in the body economic to be removed without 
destroying the body itself.’”’ The time element in the 
roundabout process of production is accepted as the 
vital factor which cannot be eliminated. Plans for busi- 
ness stabilization are looked upon with doubt because 
they neglect the fundamental forces which produce 


2 No. Pacific Railroad Co. vs. Boyd, 228 U.S. 482. 
399 U.S. 235. 
* Act of 7 June 1934. 
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business cycles and planned economic society has also 
been advocated in a superficial way. Hence, investors 
should continue to include the cycle in their calcula- 
tions. Indeed, the business cycle is likely to become pro- 
gressively more violent, for the roundabout process will 
tend to become more roundabout and this fact with its 
corollaries justifies the view. 

“The Problem of Protecting Investments” is the sub- 
ject of Book V. First Dr. Shaffner takes up the com- 
monly suggested measures, including regulation of 
holding corporations since they have “. . . in important 
respects proved to be considerably less than beneficial 
to investors.”’ He refers to the excessive charges arising 
from “. . . the absence of arm’s length bargaining. . . .” 
But he doubts the validity of legislation resting upon 
the assumption that Congress can regulate backward to 
include the manufacture within a state of goods in- 
tended for subsequent shipment in interstate com- 
merce. Careful examination of court decisions gives 
some hope that ““The Doctrine of Trusteeship” of se- 
curity holders will be found protective in character. 
The Federal Securities Act is considered the most far- 
reaching attempt of any branch of the American govern- 
ment to protect the investor against fraud. The Securi- 
ties Exchange Act is also analyzed, but time alone can 
tell whether or not it will be beneficial to investors. The 
author finds it difficult to answer in the affirmative his 
question, “Are there any Investment Experts?” The 
final chapter, “A Backward Glance” appraises and 
summarizes. The author sees the greatest menace to the 
investor in devices which place the stockholder at the 
mercy of the management. This growing tendency plus 
the Blaisdell decision of the Supreme Court and legisla- 
tion like the Frazier-Lemke Act will strike the death 
blow to whatever security previously inhered in the 
mortgage instrument. 

Taken as a whole the book must be regarded as a 
much desired treatment of a vital subject. While it is 
not consistently strong throughout there are a number 
of excellent chapters which should make the volume a 
desirable adjunct to courses in both corporation finance 
and investment, especially the general run of textbooks 
which tend to slight the more vicious tendencies which 
menace capitalism from within. 

E. A. Kincaip 

University of Virginia 


Depression and Reconstruction. Eleanor Lansin Dulles. 
(Philadelphia: University of Pennsylvania Press, 
1936. Pp. xii, 340. $3.00.) 


Dr. Dulles explains that ““This study—shares with 
many others the effort to increase understanding of 
policy and practical decisions in the economic sphere.” 
The scope of the work can also best be presented in her 
statement that it “...fallsinto three main parts, first, 
an analytical discussion of the nature of the task and 
the relation of theory to policy; second, a brief, and 
at the same time inclusive, description of the causal 
years from 1920 to 1929 and the period of rapid defla- 
tion, 1929 to 1983; third, an analysis of problems of re- 
construction and prevention.” It is her opinion that 
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the “steep decline represents not one depression but, 
from the point of view of causes and characteristics, 
three—1929, 1930, 1931—superimposed, interacting, 
highly cumulative in their effects” (p. 3). In facing 
“The Task Ahead,” Dr. Dulles holds that “. .. the trend 
in the future is not in all likelihood downward.” Even 
so, there is need for a reconsideration of theory, a 
harmonizing of opinion on the knowns, a renewed at- 
tack on the unknowns, and a redefining of objectives. 

Since the more abstract equilibrium theories of the 
classical economist as well as the popular theories have 
failed to find both cause and cure, more effective anal- 
ysis is required, especially with respect to changing 
rates of change. In addition “. . . one must search for 
inconsistencies in policy and violations of principles, 
for these are the real causes of depression.” With this 
clear conception of purpose and problems Dr. Dulles 
takes up “Specific Causes of the Depression,” Chapter 
III. These are classified as the underlying, the precip- 
itating, the continuing, and the cumulative causes. 
She discusses briefly six distinct shocks which “. . . seem 
to have exerted a peculiar force at times when the struc- 
ture was tottering on an unsure foundation” (p. 50) 
and rejects a unitary explanation of depression, finding 
five major areas of strain in international relations, 
agriculture, the heavy industries, the security markets, 
and the “new era’’ industrial policy. In addition, there 
were errors of judgment and policy the responsibility 
for which cannot be readily allocated. 

“The War Heritage” is the subject of Chapter IV 
and is here asserted that while all of the causes referred 
to were generated during the war, the war itself cannot 
be considered to have been the cause of the later severe 
depression, “. . . but established the conditions which 
pulled supply and demand out of line. . . .” The influ- 
ence of the war is clearly analyzed and so also is our 
failure to recognize the problems of readjustment. There 
follows a very useful chapter, “The Significance of the 
‘New Era’” in which the four general forms of the 
idea are analyzed because “... together they consti- 
tute a major cause of the depression ...’’ (p. 110). 
Curve-reading became a national pastime and business 
forecasting gave a false flavor to an important phase of 
the development of economic science. In the agitation 
for maintenance of high wages there was failure to see 
“*. . . the relation of labor costs to the demand for labor 
and therefore to the volume of employment.” 

Chapter VI, “The Turning Point—1926” considers 
departures from the normal rate of change. These are 
clearly presented and it is observed that “‘. . . by 1927 
certain characteristic errors were fastening themselves 
more firmly on economic life.’”” Dr. Dulles calls atten- 
tion to the need of further analysis of the year 1926 
but her discussion makes it evident that that year may 
be regarded as the turning point. This chapter is of 
unusual value. The subject is continued in Chapter VII, 
under the topic, “The Break’ with the statement 
that “...the potential disinvestment spoken of by 
Mr. Keynes was hanging over the market.”’ Corrective 
action was impossible under a decentralized banking 
system, a branch banking system was sorely needed.” 
It was not at hand and the crash came, but “The crown- 
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ing misfortune of the year 1929 was to underestimat- 
the damage that was done” (p. 176). Then came the de- 
pression in four phases, 1930, the freezing of credit, 1931, 
the final period of inaction, 1932, and the year 1933 
with it five major episodes. 

That part of the book dealing with reconstruction 
begins with Chapter VIII, “Industrial Balance, the 
Foundation of Prosperity.” Two ways were open, slow 
and not completely satisfactory adjustments in the 
known methods of cotrdinating economic life or else 
ingenious plans for another system, without foreknowl- 
edge of how these would work out. The deficiencies of 
both are considered and then the principles to guide 
production are outlined. They are in essence the pre- 
requisites of economic equilibrium. Then comes a 
chapter on “Production Research,” its deficiencies in 
the past and the necessity of its redirection in the 
future. In discussing “The Financial Attack on In- 
stability,” attention is called to the “. . . blurring and 
confusion of three distinct aspects of the value prob- 
lem.”’ It is explained that the “. . . cost part of value— 
can never be solved by monetary means... .” The 
whole problem is so complex that “‘No multiplication 
of essays for the layman can serve to place these details 
within the grasp of the average man.” 

Even though little can be achieved through monetary 
management, a great deal can be accomplished through 
the use of investment as a moderating force (Chapter 
XI). There is need for “. ..a neutral type of money 
and credit-money,” but there is also need for more 
positive action to guide the flow of capital. The lack of 
it produced a serious debt-production situation. “The 
increase in credits—and paralleling debts—had been 
something more than one hundred billion dollars in 
five or six years. Along with this had come an increase 
in physical production equivalent to a little more than 
twenty billion dollars.” The rest of the billions repre- 
sented paper claims to wealth and the collapse came 
with the effort to shift future assets into safe means of 
storing value (p. 301). The five main perils in invest- 
ment excesses are presented. It is concluded that “. . . if 
bankers are not willing to use the knowledge at their 
disposal in a courageous way, the whole nature of the 
banking and credit system will be revolutionized and 
investment will be put under a regulation which will 
bring some of the worst repressive features of state 
control.” 

The volume concludes with a chapter on “Major 
Lessons Learned from the Depression.’”’ Among these 
the following are significant: (a) neither the fears nor 
hopes or revolutionary change are justified; (b) chang- 
ing rates of change in the evolution of material and 
social factors offer the key to the more constructive 
developments in policy which can be expected in the 
future; (c) we should have learned the dangers of ex- 
ceeding the trend and apply the lesson to the menace 
of excessive reduction of the hours of labor; (d) how- 
ever, “... there is a real significance in the normal of 
the last twenty years to the plans for the next ten.” 
In addition to these Dr. Dulles enumerates five distinct 
lessons which we should have learned. 

It should be said at once that the author has made a 
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contribution to the literature on the present depression 
even though some of her observations and conclusions 
will probably be altered with the availability of addi- 
tional data. The method is essentially deductive and 
the material collected by the Brookings Institution! 
does not appear to have been within her reach. This 
fact allowed for, there is not as much disparity of con- 
clusion as one might expect. The style of the author 
has not permitted her to develop a book which will be 
as valuable to undergraduates as it might be, for at 
times it makes for obscurity. However, there can be no 
question about the value of the book for graduate 
students and the more advanced undergraduates and 
instructors offering courses in Business Cycles will 
warmly welcome this addition to the literature. Dr. 
Dulles is a cautious thinker and her approach to the 
subject is distinctive. She reveals much breadth of view 
and freedom from prejudice and it might be said that 
she at once is conservative and liberal in her observa- 
tions. Her book should work out well if used in conjune- 
tion with a work like that of Robbins?? 
E. A. Kincaw 
University of Virginia 


Investment Principles and Practices. Ralph E. Badger 
and Harry G. Guthmann. ((New York: Prentice- 
Hall, Inc., 1936, Pp. xxiv, 987. $6.00.) 


This volume was first published in 1928 as the 
work of Dr. Badger. It did valuable service as a text, 
but “The economic changes that have taken place in 
the investment field during the brief period since the 
original publication—have been so spectacular and far- 
reaching as to make many of the statistics and illustra- 
tions seem like history of another era.’’ Accordingly, 
revision became necessary, if the demand for the book 
were to continue. 

The authors have recognized the necessity of includ- 
ing basic principles and five chapters of Part I are 
devoted to them. However, there is evidence of some 
hesitation as to the extent to which theoretical con- 
siderations should be included and as a result the treat- 
ment of theory is rather elementary. Thus, no considera- 
tion is given to the effect of saving and investment 
upon economic equilibrium. Moreover the authors say 
that “...we shall not emphasize the broad social 
aspects of the problem...” of investment. Accord- 
ingly, it becomes necessary for the instructor in the 
course to make up for this deficiency also, for certainly 
the future of capitalism depends more and more upon 
increasing attention to the social significance of saving 
and investing. What could be more unwise than the 
training of university men in the technique of invest- 
ment analysis without also carefully teaching them the 
social significance of investment? 

Part II devotes six chapters to “Securities: Classifi- 
cation and Analysis of Contractual Features.” In this 
analysis, “...the major division is between those 
which represent ownership and those which are co2- 


1 The Distribution of Income in Relation to Economie 
Progress. 
2 The Great Depression. 
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tractual,” and common stock is excluded from the 
latter category even though Ballantine! states that the 
certificate of stock “. .. may also state the terms . 
of the holder’s contract with the corporation.” There 
follows a treatment of the several types of securities 
jsued by corporations which might very well be 
omitted, if the course employing this text were pre- 
ceded by one on corporation finance. The authors 
recognize certain evils in modern corporate practices 
and they observe that the increase in the number of 
stockholders of large corporations “‘. . . has led corpora- 
tions lawyers and financiers to seek a more complete 
escape from the factor of democracy in corporate man- 
agement,’ by means of non-voting stock, among other 
devices, but the maldistribution of corporate income 
and its social consequences does not appear to be in- 
cluded among these evils (p. 264). As for common stock 
of a long term investment, the authors are disposed to 
favor the views of Rose rather than those of Smith. 
The studies of Jackson and Rodkey on common and 
preferred stocks are also included in the discussion. 
“Financial Analysis” is the title of Part III and 
fifteen chapters are devoted to the subject. This is the 
most effective portion of the text, particularly the 
chapters relating to industrial and railroad securities. 
The treatment of public utility securities is less satis- 
factory and that of real estate securities still less. It is 
interesting to note that the authors appear to approve 
of the dividend policy pursued by United States Steel 
Corporation up to 1928, even though there appears to 
be some reason for supposing that retention of earnings 
in the business had brought the company somewhat 
beyond the point of balanced proportions at the time 
(p. 872). It is also interesting toobserve the comment of 
the authors that ‘““The solution of the railroad problem 
is to be found in a system of privately owned railroads, 
operating under conditions of monopoly, but regulated 
by some sort of commission” and it is also their opinion 
that “. . . where judiciously exercised, commission con- 
trol is on the whole advantageous to investors in public 
utility enterprises.” These are rather positive views 
which this reviewer finds himself unable fully to share. 
It is to be regretted that the authors have not pre- 
sented a more exhaustive analysis of bank statements, 
in view of the great scarcity of dependable textbook 
treatment on the subject. By comparison their anal- 
ysis of insurance companies is much superior. It is 
also unfortunate that no data have been included with 
Tespect to the terrific mortality among investment 
trusts and the causes thereof with reference to the 
several types. In the discussion of real estate securities 
(P. 648) it is said that “The use of the capitalization 
method of appraising property is not recommended as 
highly accurate.” Doubtless, this is true but the subject 
of appraisal is so vital that a fuller treatment of this 
and other aspects would have strengthened the text. 
The same may be said of the discussion of guaranteed 
teal mortgage bonds and the implications of a guarantee 
with respect to earning power and its capitalization 
(p. 664). There isa footnote (p. 670) with reference to 
H. W., Private Corporations, (1927 ed.) 


305 


land trust certificates; it is unfortunate that there are 
not more of these scattered throughout the book. The 
discussion of real estate securities is weakened by the 
absence of data on losses to holders of such securities 
in the period since 1929, the absence of discussion of 
reorganizations and related abuses and the unfortunate 
flow of bank funds into this general group of securities. 
Neither is the analysis of appraisal in connection with 
loans made by Federal Farm Loan banks all that could 
be desired. In addition there is no reference to the exces- 
sive operating expenses of the system nor to the over- 
extension of credit and the significance of these to the 
investor. Furthermore, the risk element in Federal 
obligations arising because of the deficit seems to have 
been overlooked. But, the inclusion of material on 
municipal defaults helps to make the treatment of 
municipal securities one of the outstanding features of 
the text. It is regrettable that our experience with 
foreign securities is not more fully developed in the 
chapter on those securities. 

Part IV considers ‘““The Mathematics and Mechanics 
of Investments, Taxation, and the Business Cycle” in 
four chapters. The first of these subjects is as well pre- 
sented as could be expected in the space allowed and 
the same may be said of the treatment of taxation and 
security price movements. The volume concludes with 
a good working bibliography and a reasonably good 
index. It is probable that some of the criticisms made 
by this reviewer are due to the desire of the authors to 
restrict the number of pages to a text suitable for a 
one-semester course. This is an outstanding evil in 
textbook-writing and does not justify important omis- 
sions. In this instance the instructor will find it desirable 
to use this text along with Graham and Dodd: “‘Secu- 
rity Analysis” and his course would be still further 
strengthened by the use of Lowenthal’s “The In- 
vestor Pays,” Chamberlain & Hay: “Investment and 
Speculation” and Shaffner’s “The Problem of Invest- 
ment.” Finally, it should be said that the deficiencies 
of the book are overshadowed by its good qualities not 
the least of which is the fact that it works out well in a 
course. Indeed, the revision of this text places it in the 
forefront of available texts on the subject. 

E. A. Kincarw 

University of Virginia 


The Economics of Alfred Marshall. H. J. Davenport. 
(Ithaca: Cornell University Press, 1935. Pp. 481. 
$4.00.) 

In the “‘Foreword,”’ it is explained that the committee 
of the Cornell department of economics, consisting of 
Mr. Paul T. Homan, and Mr. M. Slade Kendrick, in 
collaboration with Margaret F. Milliken, has prepared 
for publication the manuscript of Dr. Davenport on 
The Economics of Alfred Marshall and it is also pointed 
out that the manuscript has been “. . . published al- 
most exactly as it was left.” Attention is called to the 
fact that while this study was mainly written in the 
two years following Dr. Davenport’s retirement, it is 
really “‘. . . the product of more than thirty years’ pre- 
occupation with Marshall’s economics.” It is gratifying 
to all students of Marshall’s economics that the com- 
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mittee brought this manuscript to publication in such 
an attractive form. 

To those who are familiar with Davenport’s style 
it should not be necessary to say that a brief review of 
this book is difficult. Each of its fifteen chapters is 
loaded with penetrating analysis even to the point where 
words fail to express the finer threads of the author’s 
thought. Fortunately the style is clear, even charming, 
and while the treatment is highly critical it is also 
constructive. In a sense the volume is a critique of 
classical economics, since, according to Davenport, 
Marshall “‘*. . . remained steadily convinced of the es- 
sential validity and finality of the classical body of 
doctrine.” At the conclusion of the introduction Daven- 
port asks: “Is it possible to combine into an aggregate 
of homogeneous units the two separately arrived at 
homogeneities of labor costs and waiting costs? The 
classical analysis required this and . . . assumed it.” 

The discussion then passes to the Neo-classical sys- 
tem, in the course of which it is said that “*. . . Marshall 
seems to interpret cost of production as never ultimately 
an explanation of price. Instead, the explanation must 
be sought in the determining influences of an underly- 
ing situation. . . .”” In passing to ““Demand and Supply 
Mechanics” Davenport holds that ‘“‘Marshall’s use of 
supply rarely carries with it any connotation of hold- 
ing prices—reservation terms... ,” yet “Reservation 
prices everywhere are as much a part of the market 
setting as are the commodity stocks or the buying 
dispositions.”” As for “Utility, Price and Measure- 
ment,” Davenport asserts that “...on the demand 
side of the price analysis, there is between classical and 
modern no issue.” But he holds that . . Marshall’s 
disavowal of price offer as a utility-quantity fact was 
a commitment especially disastrous to his ultimate 
theoretical position” (p. 83). Yet, later in his general 
discussion Marshal “... without argument, and by 
sheer assumption, ...” takes the position that the 
marginal goods offer reports and equals the marginal 
real cost of production (p. 85). 

Under “‘Cost of Production,” the subject of Chapters 
V, VI and VII, Davenport calls attention to the neces- 
sity of “... watchful waiting for whatever argument 
Marshall may offer for . . . real-cost derivation of wage 
costs....’ Later, Davenport takes exception to the 
‘. .. regress method offering a way of excape from the 
perplexities of the cost-of-production method of ac- 
counting for prices...” since it only complicates the 
situation. Pressing on relentlessly Davenport concludes 
that “‘Marshall’s view leads inevitably to the denial of 
the price-determining role to some part or all of the 
wage expenses of production” (p. 1388). Chapter VII is 
devoted to Marshall’s concept of capital and Davenport 
so interprets Marshall that he is able to formulate a 
tentative description of capital as “... those price- 
bearing, durative, individual possessions the prospec- 
tive price incomes from which are sufficiently remote in 
time to involve the capitalization process in arriving at 
a present price worth.” In the brilliant ““Note on Mar- 
shall’s Use of Definition” he frankly admits that he is 
“*... unable to securely find out what, in Marshall’s 
meaning is this capital of which I understand land and 
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equipment to be mere sub-classifications.”’ He concludes 
that, in the affirmative, Marshall has not committed 
himself (p. 154). 

“The Tests of Land Capital” is the subject of Chapter 
VIII. Here Davenport bores deeply into the language 
used by Marshall and concludes that “I do not know 

. . what Marshall holds to be the distinctive quality of 
land capital, as setting it off from equipment capital, 
and attaching to the hire of it an enduring irrelevance 
to price determination. . . .”” Then comes this striking 
statement, “I interpret him to hold that no one particu- 
lar quality or aspect or character, is, or needs to be, the 
abiding test of a scientific category in the social field, 
but only a fairly high degree of participation in a group 
of phases no one of which is in its own right and separ- 
ately a crucial and essential thing.” It thus becomes 
apparent that Marshall seems evasive or vague to a 
mind that functions like that of Davenport (p. 214). 

Chapter IX, considers “Opportunity Costs: Various 
Land Costs.’”’ Here Davenport puts the question, 
“...is land rent a price determining or a price-de- 
termined cost?” The reply must be that the distinction 
*“*. . . is untenable, the issue is a false issue.’’ Moreover, 
. . all attempts to arrive at an explanation of prices 
by the method of marginal isolation are equally fal- 
lacious.”” Again, “‘. .. the cost analysis appropriate te 
this enterpriser process is the only cost analysis that is 
open to the economist.’”’ Then comes a chapter on 
“Quasi-Rents: Equipment and Effort.’’ Here Daven- 
port asserts that “The fundamental defect in this 
quasi-rent type of analysis . . . is that it belongs to the 
employee point of view, as is inevitable to the making 
of room for real costs.”’ Incidentally, attention should 
be called to the reference to institutionalism—“. .. a 
term ... too narrow a cover for all of the people in the 
bed” (p. 259). He finds that “. . . quasi-rent costs are 
not in the last analysis distinguished by origin in invest- 
ment costs, but solely by the short-time inelasticity of 
stocks.” Even so, Marshall treats the abilities of busi- 
ness enterprise as of the quasi-rent class and labor in- 
comes are held to be in large part quasi-rent items. But 
Davenport feels that Marshall’s position would be 
stronger if he held all labor incomes to be of the quasi- 
rent class for whatever the wage is above an indemnity 
for the real costs of effort’ (p. 277). His final conclu- 
sion is that “This quasi-rent doctrine was a perilous 
adventure,” for the very simple reason that it excludes 
from the price-causing function by far the larger part 
of all labor hires. 

“Employee and Enterpriser Labor Returns,” 
Chapter XI, continues the subject with the assertion 
that if, “. .. the rents of natural fertility admitted to 
the price-determining function, the central thesis of 
the entire classical position collapses” (p. 294). Plainly 
Davenport is not ready to accept the idea that “. . . all 
labor hires are . . . price-determined items of cost—ex- 
cepting ... the true-effort portion of them; ...” (p. 
319). Under the topic, “Normals and Representatives,” 
Chapter XII, the several apparent senses in which 
Marshall uses the term normality are discussed (p. 338) 
and he concludes that Marshall’s use of the term 
“*... cancels . . . perplexing but necessary distinctions, 
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by ignoring them. .. .” As for the representative firm 
it is “. . . that one among the various producers of each 
particular commodity whose marginal cost is com- 
mensurate with the market price . . . at that time. . . .” 
The requirements to be met are then considered and 
Davenport concludes that “. .. the chances are some 
billions to one against any particular firm fulfilling these 
cumulative requirements” (p. 373). 

In Chapter XIII, “Costs in General,’’ Davenport re- 
sumes his attack with the statement that, “. . . if men 
are to get hires as equipment goods get their hires, as 
items of return on capital investments, these men can- 
not also be paid proportionally with the discomforts 
costs in the current putting forth of their efforts; the 
hires cannot be the sum of these separate claims. Mar- 
shall must choose, and either choice is as devastating 
as the other for his ultimate thesis.” The following 
chapter considers “Laws of Return,” and the final 
chapter treats ‘“‘Interest.’’ With reference to Marshall’s 
views on the former, that, “If the actions of the laws 
of increasing and diminishing return are balanced we 
have the law of constant return ...,’” Davenport re- 
marks, “The effort does not promise success. Almost as 
well attempt to equate the rush of a half dozen stallions 
with the dogma of the Invisible Church” (p. 438). Re- 
ferring to Marshall’s treatment of interest, he states his 
“.,. account of capital as related to the interest prob- 
lem is intended to run, and does actually run, in terms 
of free or fluid or general or floating capital—funds 
available for loan interest—it is fairly to be said that 
his interest analysis is not . . . the worse through what- 
ever may be his collateral inaccuracies and ambiguities 
of terminology,” especially with reference to capital. 

It is probable that every student of Marshall will 
have a certain amount of sympathy for the position 
taken by Davenport in this brilliant criticism as well 
as a certain amount of gratitude, for even the best 
friends of Marshall must admit the presence of obscu- 
rity in much that he has said and it should be added 
that Davenport has cleared up some of this. In that 
sense Davenport’s analysis is constructive and also in 
the sense that he throws much light on economic 
thought and methods of analysis. On the other hand it 
is obvious that Davenport has often carried his cri- 
ticism so far that he has missed and tended to confuse 
for himself and his readers the synthesis of Marshall’s 
work and in so far has weakened his brilliant treatise. 

E. A. Kincarp 


University of Virginia 


National Economic Security. Arthur B. Adams. (Nor- 
man: University of Oklahoma Press, 1936. Pp. 328. 
$2.50.) 


Dr. Adams believes that “Capitalism is not dead and 
should not die.’ but, “... under modern industrial 
and economic conditions the nation cannot depend upon 
the laissez faire policy to control the operation of our 
industrial system to the best interest of all our people.” 
This is the central theme of the volume and around it 
has been developed “‘. . . the principles upon which our 
national economic policies must be based in order to 
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attain lasting national economic security.’’ Nineteen 
chapters, seventeen tables and four other appendices 
are devoted to the task. 

The causes of the rapid economic development of the 
United States are outlined in the first chapter and the 
“Nature of the Economic Changes Preceding the 1929 
Depression” is then considered. Here the fundamental 
cause of the development of the surplus labor supply is 
found in the displacement of laborers by automatic 
machinery (p. 35). But the distribution of income and 
employment prior to 1929 was such that “. . . a decreas- 
ing percentage of the national income was paid out as 
wages and an increasing percentage of it was paid out 
as profits, interest, rents, royalty and other property 
payments.” 

Chapter four explains “‘Why Pre-Depression Changes 
Upset our Economic Balance.” and here it is said that 
“The enormous incomes, savings, and investments of 
the few very rich were responsible mainly for the great 
growth in the productive capacity of the consumers’ 
goods industries” and by inference there came about 
the displacement of labor by powerized machinery. But 
it is not made evident that excess of plant would have 
been at all general if the national income had been more 
equitably distributed. 

The analysis then passes to the reasons for the lag of 
wages behind profits and property payments (Chapter 
V). The maldistribution of the national income in the 
form of excess profits broke down the equilibrium of the 
economic system and the excess profits were chiefly 
the result of monopolistic control over markets in the 
twenties rather than of superior efficiency. There are 
strong a priori reasons in support of this view, but the 
actual proof will involve research which this volume 
does not include. In any event, maldistribution of the 
national income was accentuated because “Only part 
of the inflation and industrial and economic maladjust- 
ments were liquidated during the depression of 1920.” 
In view of these and other facts, fully stated, Dr. Adams 
believes that automatic recovery from the present de- 
pression was and is impossible. But, he does not analyze 
the extent to which automatic recovery might have 
come about had there been no assumption that it could 
not come about. 

Since Dr. Adams believes that the forces making for 
automatic recovery from the present depression were 
inadequate, he logically passes to a consideration of 
the “Relations of Governmental Policies to Business 
Recovery.”’ These are examined in the light of the con- 
clusion previously reached that “. . . the only method 
by which this nation can secure a sound and lasting 
industrial and business recovery is by solving the basic 
problem of the deficiency in consumers’ money income 
or relative surplus savings and investments” (p. 93). 
Therefore, the government must decrease the relative 
number and amount of the large individual incomes and 
increase the relative number and amount of small in- 
dividual incomes. Chapter VIII, ““The New Deal Pro- 
gram and Conflicting Group Interests,” is, appropri- 
ately, the next topic and here the conflicts that defeat 
the only justification for government interference are 
analyzed. Then the author takes up the “Consequence 
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of the Roosevelt Monetary Policies.’ Of these, the silver 
purchase program is condemned as dangerously infla- 
tionary and, in general, policies pursued have created 
fear and uncertainty sufficient to defeat their objectives 
(p. 118). It is indeed gratifying to read Dr. Adams’ 
denunciation of the very policies favored by a Senator 
from his own state. 

Chapter X, “Banking and Bank Credit Policies of 
the New Deal,” contributes little of value to the book 
because of its deficient analysis and the same may be 
said of the following chapter, “Costs and Financial 
Consequences of the New Deal Policies” in which Dr. 
Adams observes that ‘“‘Possibly the greatest hazard re- 
sulting from our increasing public debts is the danger 
of uncontrolled inflation.” In discussing relief for 
debtors he points out the dangerous political principle 
involved in taxing consumers of agricultural products 
in order to pay farmers to do what they should do in 
their own interest in any event. Attention is also called 
to the menace of our vast indebtedness, the interest 
upon which diverts a large portion of the national in- 
come away from the purchase of consumers’ goods. 

Moreover, the new public works program cannot be 
looked to as a mean of permanent recovery because cur- 
rency money incomes will come in part from artificial 
purchasing power derived from governmental expansion 
of credit. As for the NRA, we cannot look to any such 
device for recovery, because “. . . our experiences... 
should show that an industrial equilibrium will not be 
established through industrial control exercised by the 
business leaders” (p. 194). But, government regulation, 
if developed into a new policy, could achieve this end 
and Dr. Adams goes so far as to advocate a thirty-hour 
week without supporting data respecting its effect upon 
the national income (p. 221). This readily leads to a 
discussion of the Supreme Court decisions on new deal 
legislation the spirit of which is thoroughly liberal. 

Dr. Adams finds much of the explanation for the 
maldistribution of the national income in the growth 
of vast corporations the regulation of which has failed 
because the federal government did not have control of 
the corporations. Those doing an interstate business 
should require federal charters and this and other 
federal measures of control are essential because ‘Under 
modern conditions of mass production with automatic 
machinery, the so-called natural economic laws do not 
operate to maintain an industrial balance.” This es- 
sential must be achieved through government regula- 
tion and Dr. Adams seems to think this quite possible, 
even probable. It is not a pleasant choice, but it is 
logical if Dr. Adams’ case is valid, for if economic 
equilibrium is not possible under corporate control of 
the distribution of the national income, then there 
must be resort to some other agency equal to the task. 
Dr. Adams has written a valuable book on a subject 
more suitable for a research foundation than for an 
individual. Consequently, some parts are well done, 
while others are rather weak. But the author is clear 
on his fundamentals even if the remedies suggested 
hardly constitute the logical outgrowth of the conclu- 
sions. Because of the difficulty of his task, his book 
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might well be used along with The Brookings Institu- 
tion study! to good advantage. 
E. A. Kincap 
University of Virginia 


Public Finance. Clyde L. King (New York: The Mac- 
millan Company, 1935. Pp. x, 602. $3.75.) 


It is noteworthy that this new book in Public 
Finance has been written from the point of view of the 
political scientist. The reader is neither surprised nor 
disappointed, therefore, to find that much emphasis has 
been laid upon the administrative aspects of taxation. 
In accordance with the spirit of the times, the author 
has stressed the effects of the depression upon our fiscal 
systems and the need for the achievement of a greater 
measure of social justice. For example, the discussion of 
Education, in Chapter VI, is concerned not only with 
the theory of public expenditures as applied to this 
function but also with the general significance of educa- 
tion for self-government and for a richer social environ- 
ment. Thus we read on page 84: ‘“The service of educa- 
tionisendless. ... The testsare social not mathemati- 
cal.” 

The central aim of this text, as Professor King in- 
forms us, is to bring to the student or general reader 
the recent changes in public expenditures, public in- 
come and public debts. No effort has been spared to 
portray the enormous increase in government expendi- 
tures and the constant search for new sources of 
revenue. It is in the close and reciprocal relationship 
between these two factors that one finds the principal 
difference between public and private expenditure. In 
the latter, the amount of income tends to determine the 
size of the expenditure, and the business that does not 
observe this principle will soon find itself in bankruptcy. 
In contrast, government income may be altered to meet 
the demand for expenditures—the upper limit being 
the taxpaying ability and willingness of the citizens. 

The indifference of the author to refined theoretical 
analysis is quite apparent, as will be seen for example, 
from his discussion of the doctrine of maximum social 
advantage on page eight. The important fact is that in 
practice governments undertake those functions which 
“experience justifies as bringing the maximum amount 
of both social and individual justice,” but this prin- 
ciple cannot be reduced to mathematical formula. Too 
many influences are brought to bear upon governments, 
such as minority groups and political maneuvering to 
make possible the application of the principle of 
marginal utility in exact form. Again on page 205, we 
read that the measure of ability to pay as a principle of 
taxation, must be measured by wealth or income, or by 
type of consumption, and not by equality of sacrifice. 
The psychologist has not yet found a means for measur- 
ing “psychic sacrifices.” 

In spite of the meritorious features of the book indi- 
cated above, there are certain valid criticisms which, in 
the opinion of the reviewer, should not be ignored. First, 
there is in some sections of the volume a plethora of 
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statistical tables, charts and figures. Especially is this 
true of the main treatment of expenditures. There is 
danger that the student will become lost in a maze of 
statistical data, much of which will shortly become 
obsolete. Is it not desirable in a book of this nature to 
hold the factual material in a subordinate position to 
the main analysis? In the second place, there is a no- 
table lack of balance and sketchiness in the treatment of 
particular topics. One wonders, moreover, why in a 
text of 600 precious pages on Public Finance, a chapter 
of 25 pages (Chapter XXIII) should be given over to 
the “Principles of International Trade?” Especially is 
this true when it is observed that the broad subject of 
taxes on corporations is confined to 20 pages (Chapter 
XVIII), one-fourth of which is concerned with the 
topic of “capital levies.” 

Finally, it should be noted that the citations to the 
writers and existing literature in public finance are 
wholly inadequate. Since the book contains no general 
bibliography, it might have been expected that copious 
references would have been inserted in the index, but 
the names of Bulloch, Shivas, Lutz, Plehn, T. S. 
Adams, and others, as well as that of the National Tax 
Association itself, are missing. Its usefulness is thereby 
greatly impaired. 

T. R. SNavVELY 

University of Virginia 


Introduction to Federal Taxation. George T. Altman. 
(Chicago: Commerce Clearing House, Inc., 1936. 
Pp. v, 166. $1.75.) 

This book appears to be the first attempt to present 
the federal income tax law in a text suitable for study 
by the student. 

As the 1936 Act was passed after the book was 
published, the special features of this act are not covered 
in the text material. However, the fundamental prin- 
ciples on which the income tax law is based are well 
presented in the text. All of the income tax laws 
through 1935 are covered in the historical development 
throughout the first two chapters. 

The text is written by an accountant-lawyer who 
seems to have applied accounting and legal reasoning 
in the presentation of this very comprehensive subject. 

The book is devoted primarily to the federal income 
tax law and contains fifteen chapters on the Income 
Tax, with a final chapter containing a brief outline of 
the related taxes: Capital Stock Tax, the Excess 
Profits Tax and The Estate Tax. 

It is devoted to a study of fundamental principles 
of taxation and analyzes the legal and accounting phases 
of the law in an attempt to codrdinate all leading court 
decisions. As stated by the author, he makes an earnest 
effort to reflect correctly the controlling law as laid 
down by decisions of the United States Supreme Court. 

A chapter outline is as follows: 

Chapter 

I Constitutional Basis and Limitations 

II Classes of Taxpayers and Rate Structures 
III Accounting Factors 
IV Gross Income—In General 
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V_ Inventories and Expense Deductions 
VI Depreciation and Depletion 
VII Bad Debts, Losses, Contributions 
VIII Recognition of Gain or Loss 
IX Basis 
X Capital Gains and Losses 
XI Reorganizations 
XII Corporate Distributions 
XIII Special Problems of Estates and Trusts 
XIV _ Personal Holding Companies; Surplus Accumu- 
lations; Tax Avoidance 
XV _ Administrative and General Provisions 
XVI _ Related Taxes 
The text material is well written and logical in its 
presentation and development. It is without a doubt a 
valuable contribution in income tax literature. The 
text is not exhaustive but the subject matter is treated 
in sufficient detail to give a comprehensive knowledge 
of the fundamental problem of the determination of 
Income for tax purposes. 
It is to be recommended as a textbook in Intro- 
ductory Courses in the Federal Income Tax. 
Water J. Goccin 
Boston University College of 
Business Administration 


Law and Labor Relations. A Study of the Industrial 
Disputes Investigation Act of Canada. B. M. Selek- 
man. (Boston: Harvard Bureau of Business Re- 
search, 1936. Pp. v, 65. $1.00.) 


In his monograph on “Law and Labor Relations in 
Canada and the United States,” Mr. Selekman is giving 
us a very interesting and timely account of one of the 
most vital problems before the public today. The prob- 
lem of government and labor is not a new one, but it 
has been intensified within the last few years by federal 
legislation, particularly the problems in employee rep- 
resentation and collective bargaining. The issue between 
employers and laborers has always been characterized 
on the one hand by the business man who insists that 
the company and the workers achieve the best results 
by direct dealing free from any outside interference and 
on the other hand by the attitude of organized labor 
which challenges this position and insists that the 
workers are best protected by the independent unions. 
The philosophies are at opposite poles. The insistence 
of the employer on his position and the insistence of 
labor upon theirs has led to one of the most serious 
questions in American life today. The argument of the 
employer that he wishes to deal directly with his em- 
ployees and the desire of labor that the legal status of 
the trade union be definitely fixed and established and 
that labor relations boards be continued makes a prob- 
lem that is difficult of solution. 

Mr. Selekman has an interesting attack on the prob- 
lem. He has for the moment abandoned analysis and 
prophecy and turned to analogy and comparison. He 
has turned to the Canadian experience and offers us a 
very direct and very convincing account of Canadian 
experience in government relations with labor. It ap- 
pears that Canada has for the past twenty-eight years 
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been making case studies and experiments in industrial 
disputes. The first law passed in 1907 has apparently 
withstood all the attacks political and legal that can be 
brought upon it, and after twenty-eight years is still in 
effective operation. 

Mr. Selekman considers the act in its operation and 
administration from 1907 to 1935 and points out that 
the act is in reality a consolidation of some thirteen 
other laws whose fundamental principles are identical 
in that they all declare that no strike or lock out shall 
be called in certain designated industries until there has 
been conciliation with a board on the dispute. The in- 
teresting thing to the American is not so much the legal 
structure and the procedure under the act, but how well 
this law works in fact and how thoroughly it has met 
with the approval of the Canadian people, for it is 
quite apparent that the act is a decided success. 

In Chapter 3 Mr. Selekman has a very interesting 
analysis of the basis of the board’s decision of fixing 
wages and hours. Interestingly, it appears that the 
board does not operate on a basis of codes or prec- 
edents, but appears to be using the principle of free 
decision, having in mind the economic and social con- 
siderations that are involved in each case. It is very 
interesting to find also that one board does not feel 
necessarily bound by some earlier case. This is always 
a hopeful sign. With this sort of attitude, an intelli- 
gent board may consider cases in a broad way and not 
feel bound by an absolutism of form and procedural 
precedents. By following the large arguments of gen- 
eral economic factors and conditions and paying little 
heed to precedents and codes, the board is thus enabled 
to meet fairly and handle equitably situations brought 
about by shifting industrial conditions. 

In Chapter 4 we strike one of the most interesting 
portions of the account, that is the basis of the board’s 
decisions on employee representation and collective 
bargaining. In industry generally, one of the most diffi- 
cult issues it has to face arises out of the problems re- 
lated to the procedure of collective bargaining; namely, 
the selection of representatives from the employees and 
from the management. In cases of this sort, it is always 
a serious issue as to how far each group may go in ar- 
riving at some conclusion, due largely to the employer’s 
attitude as to how far the representatives of labor may 
have views as to the determination of their wages and 
the conditions under which they may work. Canadians 
apparently have had little difficulty in working out a 
procedure. The board is apparently the persuading force 
which induces each side to settle and compromise. It 
appears that the employees’ right to intelligent repre- 
sentation is generally accepted, and unions generally 
meet with the approval of the board. Also the closed 
shop and anti-union contract has been upheld. 

In Chapter 5 Mr. Selekman has made a very good 
survey of the changing attitudes toward the act. That 
the act has met with opposition both from the employer 
and employee must be obvious, and the act has had 
its severe critics. But by means of amendments and 
repeal, most of these arguments have been silenced and 
criticism stopped or else rather effectively answered by 
the reports of the board. Much of the criticism has 
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been aimed at the delays. This is to be expected. There 
was never a regulatory act passed in any country that 
was not open to this indictment, but an examination of 
the board activities on page 39 would seem to indicate 
that most of the affairs were conducted with reasonable 
speed and dispatch. 

The most interesting portion of Mr. Selekman’s work 
is his Chapter 6 which he entitles “Significance of 
Canadian Experience for the United States.” It is, 
after all, not a matter of any particular interest in this 
country how the boards proceed in Canada, but it isa 
matter of great interest to examine their procedure 
with the idea of asking the question, how well will such 
a board function in the United States and what lessons 
may the United States learn from the twenty-eight 
years of experience of the Canadians? Mr. Selekman 
makes the following points. Success in Canada has been 
due to the fact that compulsion has been subordinated 
to conciliation. He points out very clearly that the 
success of any law of this sort is dependent upon its 
skillful administration, and to prevent its becoming a 
burden it must be shown through the board’s action 
that the purpose of the law is to benefit industry and 
labor and to assist them to better working agreements 
and better relationships; that fairness and equity to 
both sides must be the essence of every case. 

Mr. Selekman then analyzes very carefully the dif- 
ference between Canadian acts and recent United 
States acts, pointing out with considerable detail some of 
the differences and difficulties in the laws of the United 
States. He also has a very good paragraph on the back- 
ground of our recent legislation. He draws a great 
many interesting conclusions, but the most interesting 
one seems to be this: “The third conclusion from 
Canadian experience shows that the attitudes of em- 
ployers and employees play an important réle in gov- 
ernment intervention. Assent to any law is essential to 
its ultimate success in a democracy.” But he also points 
out that while there may be hostility to an act in its 
beginning, that a sensible labor board may eliminate 
much of it and bring about the most cordial relations 
between capital and labor. 

Those interested in the subject of law and labor rela- 
tions will find in Mr. Selekman’s monograph a very 
thorough and interesting and valuable study. It appears 
that he has had a long experience in Canadian matters 
and his very careful analysis of their situation is bound 
to be of great aid to the American who is having his 
first experience with such acts. 

E. S. WoLavER 

University of Michigan 


Operating Results of Department and Specialty Stores in 
the Pacific Coast States: 1935. Carl N. Schmalz. 
(Boston: Harvard University, Bureau of Business 
Research. Pp. iv 20. $.50.) 


In presenting a special study of operating results of 
department and specialty stores in the Pacific Coast 
states, Professor Schmalz has made available an inter- 
esting comparison between operating results for the 
west coast and the United States as a whole. Such a 
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comparison has been summarized as follows: 

Pacific Coast stores in 1935 typically had higher per- 
centages of increase in sales, higher rates of initial 
mark-up and gross margin, and higher rates of profit. 
These higher rates of profit are evidenced in the figures 
for net profit or loss on merchandising operations (after 
including interest as an expense), by the figures for 
net gain or net business profit as a percentage of net 
sales and as a percentage of net worth, and by the per- 
centage of profitable firms to total firms. Similar state- 
ments were true for 1934. In other words, department 
store operations in the three Pacific Coast states in 1934 
and 1935 on the whole were more satisfactory than they 
were typically in the rest of the United States. 

A comparison of operating results for 1935 with 
those for 1934 reveals some conclusions which are given 
in the Bulletin as follows: 

1. Sales were larger in 1935 than in 1934 by from 
4.5% to 14.0%. As has been noted, these percentages 
of increase were substantially larger for Pacific Coast 
stores than for stores elsewhere in the United States. 
Since prices were slightly lower on the average in 1935 
than in 1934, it follows that the physical quantity of 
goods sold typically was larger, or the quality of goods 
sold typically higher, for Pacific Coast stores in 1935 
than in 1934. 

2. Initial mark-up was slightly lower in 1935 than 
in 1934 according to all data available for West Coast 
stores. This same tendency was seen among stores in 
other parts of the country, although the stores with 
sales of from $4,000,000 to $20,000,000 had the same 
average initial mark-up in the two years. 

3. Percentages of retail reductions, made up largely 
of mark-downs, were smaller in 1935 than in 1934 for 
the three groups of Pacific Coast stores for which data 
are shown in Table 6. This tendency toward lower re- 
ductions also was typical of the country as a whole. 

4. In spite of the lower reductions, gross margins 
were lower in 1935 than in 1934 for three of the six 
Pacific Coast groups, but they were higher for the other 
three groups. On the whole, margin rates were well 
maintained in 1935. 

5. Among Pacific Coast stores, as among other 
stores, dollar expenses did not increase in 1935 so much 
as dollar sales, and percentages of total expense to sales 
typically declined. 

6. For stores with sales of less than $300,000, per- 
centages of net merchandising profit and of net gain 
were less satisfactory in 1935 than in 1934, but for larger 
stores earnings rates uniformly were larger in 1935. In 
this respect as in other respects mentioned, the experi- 
ence of the Pacific Coast stores paralleled that of stores 
in other parts of the United States. 

The comparison of operating results on the Pacific 
Coast with the entire United States indicates certain 
operating conditions that are peculiar to the Pacific 
Coast. The comparison of operating results for 1935 
with 1934 indicates that these peculiarities persist in 
the face of changing economic conditions which affect 
all stores. It would be interesting to determine these 
conditions, and it is regretted that the Bulletin does 
not elaborate upon the causes which give a group dis- 
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tinctiveness to the operating results of department and 
specialty stores upon the west coast. 

From the results it would appear that the merchants 
on the Pacific Coast are more skilled merchants. On 
the other hand, the greater distances between retail 
market centers and the wholesale markets, and the Fair 
Trade Practice Law of California may have been help- 
ful in reducing competition and enabling the merchants 
to secure a larger gross margin. Other conditions such 
as a large tourist business and the motion picture in- 
dustry may have contributed to the more successful 
operations of enough stores to affect materially the 
averages given in the Bulletin. The data alone are of 
great immediate value to retailers. Only the more 
academically minded will ponder the eternal truth of 
the statement made by John L. B. Soule in 1851, “Go 
west, young man, go west!” 

E. H. Gautr 

University of Michigan 


Present Day Banking. (New York: American Bankers 
Association, 1936. Pp. xv, 511.) 


This volume consists of 83 addresses given early in 
1935 at regional conferences of American Bankers As- 
sociation. They are in groups, under these headings: 

Federal Reserve Board Rules and Regulations; 
Customer and Bank Relations; Advertising and Pub- 
licity; Bank Crime Protection; Sound Public Policy in 
Chartering Banks; Bank Taxation; Bank Earnings— 
Positive and Negative; New Credit Fields for Banks; 
Bank Investments; Science and Problems Involved in 
Mortgage Lending; Commercial Banking; Savings 
Banking; The Banks Responsibility for its Trust De- 
partment; Facilitating Farm Credit. 

Unfortunately in most cases, there is no way to 
identify the speaker with his bank or with his pro- 
fession, but apparently most speakers are bank officers 
in various parts of the country, and evidently some are 
from small and others are from large banks. Following 
some addresses there is record of discussion from the 
floor. These are such talks as one expects at such con- 
ferences. The general standard is high. 

In a volume on the subjects named, and with 83 
authors, two weaknesses are to be expected. First, the 
discussion of rules and regulations is not so valuable 
now as when the addresses were written because in the 
meantime so many changes have occurred. Any publica- 
tion on that subject goes out of date quickly during an 
epidemic of legislation and rulings. Second, there is an 
occasional disagreement to be noted in the opinions of 
the various speakers. In some respects this apparent 
weakness makes the volume more useful. 

Two examples of such mild disagreement will illus- 
trate. In discussing investments one speaker (page 319) 
advises no bonds with long maturity; while a second 
(page 331) recommends a short average maturity, which 
is not the same thing. As to interest paid on savings, or 
thrift accounts, one speaker (page 425) thinks thrift 
must be encouraged by paying an attractive rate, even 
at a sacrifice to the bank: while the tenor of other 
speakers is clearly to keep the rate at a level which 
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leaves a reasonable profit to the bank. As Mark Twain 
remarked, it is difference of opinion which makes a horse 
race. 

The discussion of new credit fields is one of the most 
interesting and valuable sections. It covers government 
competition with banks especially as to mortgages and 
farm loans; the necessity that banks meet as quickly as 
possible, the demand for such credit; and consumer 
credit, or small loans. Several bankers tell their experi- 
ence on small loans, and indicate satisfaction and 
profits. Here again there is divergence of opinion with 
respect to rate of discount; charges, for example in case 
of delayed payment; and interest credited if any on 
the thrift account of the client which is built up by 
instalments to meet the note. 

The book deserves careful reading by bank men 
who want to know what other bank men are thinking. 
It will probably not appeal to students of banking in 
our colleges. 

W. GRANVILLE MEADER 

Industrial Trust Company 

Providence, Rhode Island 


Accounting Systems—Design and Installation. J. Brooks 
Heckert. (New York: The Ronald Press Company, 
1936. Pp. xix, 514. $4.00.) 


This book represents a marked and interesting de- 
parture from the type of book which has ordinarily been 
regarded as a system book. Instead of consisting of a 
series of systems, each one designed to fit a particular 
industry, Professor Heckert’s book makes a functional 
approach to his problem, and does not go on an in- 
dustry basis. This functional basis is avowed as a pur- 
pose in thepreface and adhered to throughout the book. 
The author starts out by inquiring what management 
needs from accounting, then subdivides this question 
into all the varied activities of management, both gen- 
eral and departmental, and from these seeks to devise 
such systems and procedures as will satisfy those needs. 
It is assumed that anybody who has system work in 
hand will be, or will be in a position to become, well 
acquainted with the technical aspects of the products 
and operating processes of the industry with which he 
deals, and, although it is true that these conditions will 
necessarily modify the accounting for that industry, 
yet on the other hand accounting has its own techniques 
and procedures, applicable to its own problems and 
not conditioned always by the industry. In fact, the 
same accounting procedures are frequently found to 
work very well in industries apparently the most un- 
like. These circumstances would seem to give a good 
deal of reason to Professor Heckert’s endeavor, and the 
preface states that the author has found his approach 
effective both for teaching purposes and in practice. 

As a result of this approach, the chapter headings 
give the impression of a book on accounting principles, 
but the actual treatment is very different. Although it 
is naturally expected that the procedures discussed will 
be accompanied by the sound judgments and proper 
accounting principles which will result in a correct 
balance sheet and a correct income statement, yet it is 
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not these principles and judgments which are here 
treated, but rather the procedures and methods by 
which they are made effective. And, while the primary 
emphasis is laid upon the managerial needs for ac- 
counting and financial information, yet adequate atten- 
tion is also given to questions of economy and efficiency 
in the accounting system itself. This thought is clearly 
in mind throughout the book, but more especially is it 
dealt with in Part IV, under such chapter titles as 
“Organization of the Accounting Department,” and 
“Mechanical Equipment and Preparation of Forms.” 
These two matters, properly dealt with, will go a long 
way to give that economy in the accounting depart- 
ment which is so essential to the make-up of moderr 
business. People sometimes speak as if the management 
of a large enterprise were the same problem now as it 
was 40 years ago, but this is not true. The techniques 
of control provided by modern accounting systems 
have greatly extended the range within which manage- 
ment can be effective, a fact which has been rendered 
still more true by the improvement in feel or touch, on 
the part of managers, for the true significance of the 
information thus laid before them. With regard to the 
economical operation of these procedures, the 188 illus- 
trations of forms and mechanisms contained in the book 
will give a reasonably complete view of the devices 
available. 

Part I of the book is entitled “The Method of 
System Design,” but deals equally with objectives and 
purposes, thus laying the ground work for the remainder 
of the book. Part II is called ““The General Frame- 
work” and is devoted practically all to ledgers of various 
kinds, treating these as the great devices for classifying 
and summarizing the information desired. 

Then comes Part III, entitled ““Procedures, Records, 
and Reports,”’ which occupies over 300 pages and con- 
stitutes three-fifths of the entire book. Here are de- 
veloped in considerable detail, and with ample illustra- 
tion, the various procedures for gathering in bulk the 
information which, when assembled in the ledgers as 
described in Part II, will furnish the information de- 
sired. In all this wealth of treatment of procedures and 
methods, it is at first somewhat surprising to observe 
that the subject of journals is dismissed in a single 
chapter of a bare four pages. But within that space the 
essential characteristics of a journal are developed and 
it is explained that much of the accounting work com- 
monly thought of as being done in journals is in practice 
accomplished by the other devices which are more 
amply described. This is indeed true; one of the prob- 
lems of accounting pedagogy is that the journal entry 
is so helpful in explaining to students the proper anal- 
ysis of transactions, but the instructor must then 
turn around to state that the bulk of accounting 
records are in practice not made in that form, although 
the substance is preserved. 

Another satisfactory feature of this work is that it 
takes cognizance of the human agencies by which these 
procedures can alone be made effective. Included in 
Chapter 2 is a paragraph heading entitled “Qualifica- 
tions of the System Man”; Chapter 32 deals with the 
controller who must operate the system; and Chapter 
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$4 discusses the accounting and system manual by 
which the system will be codified and rendered clear 
and understandable for all who have part in the work. 

In a work emphasizing managerial responsibilities, 
and the part played in these by accounting, it is natural 
that attention be devoted also to the budget. This, 
however, is not treated as such all in one place, but, 
true to the functional pattern, as each department or 
function of the business is discussed, the appropriate 
budgetary procedure is described. 

It is believed that Professor Heckert’s modestly ex- 
pressed hope that his book will “make some small 
contribution to the development and use” of this func- 
tional approach to dealing with the problem of the ac- 
counting system will be in fair way of realization. 

T. H. Sanpers 

Harvard Graduate School 

of Business Administration 


Operating Results of Department and Specialty Stores in 
1935. Carl N. Schmalz. (Boston: Harvard University 
Bureau of Business Research, 1936. Pp. vi, 38. $2.50.) 


This monograph presents a picture of department 
store operations more rosy than for any year since 1929. 
In 1935 the net profit of less than 1% is the first net 
profit in five years and a net gain of over 3% is like- 
wise an improvement over the previous years. 

If we compare the operating result of 1930, the first 
year of the depression, with the operating results for 
1985 we find, using 1935 as a base, the following 
changes. 

1. Dollar sales are from 19% to 26% lower. 

2. The value of the average sales transaction is 25% 
less. 

3. The physical volume of goods handled is only 9% 
lower. 

4. The gross margin rate is from 2.1% to 2.5% 
higher. 

5. Percentages of total expense show from 0.8% to 
2.5% increase. 

6. Net gain, including miscellaneous income, is 
higher for department stores of all sizes and for specialty 
stores. 

Probably the most pertinent of the above facts are 
the higher percentages of gross margins and expenses. 
The net operating profit is not satisfactory and the 
author, along with many others, is uncertain whether 
improvement in profit will come through still higher 
margins, lower expenses, or both. He is sound in his 
conclusion that the answer will be found in such external 
conditions as changes in the level of prices, in competi- 
tion, and in business and social legislation. Internally, 
he looks to lower expenses as the feasible road to better 
profits. The data in the tables show that the most 
profitable stores ordinarily get their advantage chiefly 
from lower than average percentages of expense, al- 
though commonly they also show some advantage in 
margin rates. It is evident that among stores of all 
sizes exceptional profit clearly is associated with all 
around good management. 

The monograph has the usual tables of operating 
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statistics giving natural and functional expenses and 
margins for stores of varying size. There are also in- 
cluded two tables headed “Operating Results for De- 
partment Stores in 19385 According to the Form of In- 
come Statement Approved by the Board of Directors 
of the National Retail Dry Goods Association.” The 
form of these tables is the result of agitation for changes 
in department store accountings procedure which origi- 
nated with Carlos B. Clark, Controller of the J. L. 
Hudson Company of Detroit. An analysis of these 
changes is given by Malcolm P. McNair in the Ac- 
countTING Review for March, 1935. The present table 
is considerably different from the original proposals and 
consequently a part of one table is given below to show 
its present form. 


Net Sales 100.0% 
Merchandise Costs 
Inventory—First of Period............ 23.2 % 
Purchases (including inward freight, ex- 
press and truckage)................. 71.7 
94.9 % 
Less Cash Discounts.................. 2.85 
92.05% 
Workrooms (and alteration costs)... ... 0.55 
7.0 
Buying, Receiving, and Marking....... 2.5 
105.5 % 
Less Inventory—End of Period......... 24.1 
81.4 % 
Net Sales less Merchandise Costs......... 18.6 % 
Operating Costs 
9.5 % 
19.4 % 
Operating Income or Loss............. L. 0.8 % 
2.8 
Net Profit or Loss (before Federal Tax on 


The Harvard Bureau of Business Research evidently 
takes no responsibility for the value of the tables since 
no comment is made in respect to them in the mono- 
graph. 

The reviewer objects to the fact that some of the 
important statistical items in the two tables remain 
unnamed. He is also slightly old fashioned in his ac- 
counting and sees no particular merit in the classifica- 
tion of total store expenses into Merchandising Costs 
and Operating Costs with the sub-classification given 
in the Tables. Except for these two tables, probably 
inserted because of their news value and out of courtesy 
to the National Retail Dry Goods Association, the 
monograph maintains the usual high standards of the 
Harvard Bureau of Business Research. 

E. H. Gavur 

University of Michigan 
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New York Laws Affecting Business Corporations. An- 
notated. Revised to June 13, 1936. Containing the 
Amendments of the Legislative Session which ad- 
journed May 13, 1936. Seventeenth Edition. J. B. R. 
Smith, Editor. (New York: United States Corpora- 
tion Company, 1936. Pp. xxxii, 514. $2.00.) 

The new edition of this manual is similar in makeup 
to the earlier editions, many of which have been re- 
viewed in these columns. The pages in the new printing 
total 514, as compared with 504 in the previous six- 
teenth edition. 

No change is noticed in the miscellaneous fees pay- 
able to the Department of State—organization tax, fee 
for filing certificate of incorporation, etc., remain the 
same as before. 

The 1936 changes (29 are indexed) in the corporation 
laws are found upon one index page, whereas those of 
1935 (88 were indexed) occupied one index page. Per- 
haps the answer is that we are gradually getting away 
from the mania for more laws toward a clearer and bet- 
ter expression of those already agreed to and set forth. 

The General Corporation Law has had two new 
sections added thereto, both apparently reflecting cur- 
rent necessity. Section 9-b, lays down requirements for 
companies incorporated or authorized to do business in 
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New York pursuant to reorganizations under the n3- 
tional bankruptcy act (section 77 or 77b). Section 3a, 
permits corporations (except utilities) to charge to 
expenses contributions for the betterment of the social 
and economic conditions in the community in which 
the corporation is operating. 

The Stock Corporation Law has been given five 
amendments and one addition. Section 26, added, 
offers further information on reorganization pursuant 
to the national bankruptcy act, covering restrictions on 
the actions of stockholders who ordinarily have a right 
to vote under the Stock Corporation Law. 

The changes in the other laws need no comment 
inasmuch as they have no accounting significance, 
Most of these merely tend to clarify existing language. 

It was stated in reviews of earlier editions of this 
publication that no intelligent accountant or accounting 
teacher in this particular jurisdiction should be without 
a copy of the book. Corporate entry-making cannot be 
legally sound without frequent reference to its contents. 
The same idea holds true at present, even though the 
current edition contains nothing of particular account- 
ing value not found in the previous one. 


GeorceE E. BENNETT 
Syracuse University 


AMERICAN ACCOUNTING ASSOCIATION 


(successor to American Association of University Instructors in Accounting) 


21ST ANNUAL MEETING 


STEVENS HOTEL, CHICAGO, ILLINOIS 
DECEMBER 28-29, 1936 


Tue twenty-first annual meeting of the American Accounting Association will be opened with an 
address by A. A. Berle, Jr. on ‘““The Role of the Accountant in the Social Control of Business.” 

On the afternoon of the 28th (Monday) Professor Ralph C. Jones will conduct a series of round 
tables on the general subject of accounting instruction. A dinner on the evening of the same day will be 
followed by a discussion of the Association’s ““Tentative Statement of Accounting Principles.” 

A joint meeting with the American Economic Association will be held on the morning of the 29th 
(Tuesday). The subject will be “Concepts of Capital and Income.” 


will be heard, discussion will be had on the future program of the Association, and officers will be elected 
for the following year. 


Dean Henry T. Chamberlain is chairman of the local committee on arrangements. 


In the afterncon, committee reports 
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UNIVERSITY NOTES 


UnIvErRsITY OF COLORADO 


Professor G. G. Fullerton has been elected di- 
rector of publications of the Denver chapter of 
the National Association of Cost Accountants for 
the coming year. 


UNIvERsSITY OF ILLINOIS 


Mr. E. G. Rutherford, assistant in accounting, 
is leaving the department to go with the firm of 
Lybrand, Ross Bros., and Montgomery in their 
Rockford office; Mr. C. J. Gaa, assistant, is to go 
with the firm of Geo. W. Rossetter Co., C. P. A.’s 
of Chicago; Mr. C. A. McDonald, assistant, is to 
be assistant professor of accountancy at St. 
Viator’s College, Bourbonnais, Ill. 

The following new men will be added as as- 
sistants in accounting: T. G. Secoy, from the 
University of Arkansas; R. G. Weiland, from 
Miami University; W. H. Thomas, from Mon- 
mouth College. 

Professor Lloyd Morey has completed a re- 
vision of his text on Governmental Accounting, 
incorporating in the new edition recent develop- 
ments in the field. 

During the current summer session 34 graduate 
students majored in accountancy. 


UnrIversity oF INDIANA 


Assistant Professor G. L. Carmichael is to be 
on a year’s leave of absence, during which time 
heis to serve as a business and accounting analyst 
for the Ford Motor Company in the state of 
Indiana. Mr. Carmichael’s text, ‘Accounting 
Principles and Practice,”’ has just been published 
by Longmans, Green, and Company. 

The following new members are being added to 
the staff : 

Mr. Stanley A. Prosser, as assistant professor 
of accounting. Mr. Prosser comes from the Cen- 
tral Scientific Company of Chicago and had his 
graduate work at Northwestern University. 

Mr. Harry C. Sauvain, Ph.D. New York Uni- 
versity, as associate professor of finance. 

Mr. I. W. Alm, Ph.D. University of Minnesota, 
as assistant professor of accounting. 

Mr. Nathan L. Silverstein, from the Uni- 
versity of Wisconsin, as assistant professor of 
finance. 

Mr. Edward E. Edwards, assistant professor, 
from the National Youth Administration, Indian- 
apolis. 

Material changes are being made in the cur- 
riculum of the School of Business Administration. 


Entrance requirements have been modified to the 
advantage of graduates of the commercial course 
in high schools. The curriculum is to include 
twelve hours of accounting, required of all stu- 
dents. Specialization is to be permitted in the 
following fields: General Business, Accounting, 
Business-Journalism, Business Law, Business 
Statistics, Commercial Teacher Training, Fi- 
nance and Banking, Institutional Management, 
Merchandising, Production and Industrial Rela- 
tions, Public Business Administration, Secre- 
tarial Training. In the accounting concentration 
forty two hours of accounting are to be required 
and thirty hours of electives are to be available 
to each student. 


UNIVERSITY OF Kansas 


Professor Leslie T. Tupy, who has been on 
leave as special corporation counsel of the Kan- 
sas State Corporation Commission, is severing 
his connection with the School of Business Ad- 
ministration and with the Commission to assume 
a professorship in the School of Law at Kansas 
University. He will have charge of courses in 
Business Units, Bills and Notes, and Torts. 

Instructor William F. Kissick has resigned and 
is now working on his doctorate at Iowa State 
University. 

William B. Shannon, assistant professor of ac- 
counting, has recently completed the first part of 
his accounting text. It will be used this year in 
mimeographed form. 


La SALLE Extension UNIVERSITY 


Professor William B. Castenholz, director and 
dean of the Department of Higher Accountancy 
at LaSalle University, has resigned to accept a 
position as vice-president and educational direc- 
tor of the American Academy of Accountancy. 


Miami UNIVERSITY 


Instructor William J. Vatter is leaving the de- 
partment to do further graduate work at the 
University of Chicago. 

Mr. R. E. Glos, associate professor of account- 
ing, after a year’s leave of absence doing gradu- 
ate work at Ohio State University, is returning to 
the department this fall. 


UNIVERSITY OF MICHIGAN 


Professor William A. Paton will be on leave 
for the coming year. 
Associate Professor F. E. Ross will also be on 
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leave for the year and will be associated with the 
Detroit office of Ernst and Ernst. 

Mr. G. J. Hull of Ohio Wesleyan University 
will have charge of Mr. Paton’s work during the 
year. 

University or MINNESOTA 


I. W. Alm and O. N. Nielsen, instructors in ac- 
counting, received their Ph.D. degrees in Eco- 
nomics this spring. Mr. Alm has accepted a posi- 
tion as assistant professor of accounting at In- 
diana University. 


UnIversity oF Missouri 


Mr. Roy E. Curtis, professor of economics and 
finance since 1928, became Dean of the School of 
Business Administration September 1. He suc- 
ceeds Acting Dean Harry Gunnison Brown, who 
consented to serve in a temporary capacity only 
after the appointment of former Dean Frederick 
A. Middlebush as President of the University of 
Missouri in 19385. 

A new advanced course in “Controversial Ac- 
counting Problems” will be offered this year by 
Professor R. D. M. Bauer. It will be a study of 
conflicting views of accountants on numerous 
specific problems, especially such as arise out of a 
divergence between accounting theory and rules 
of thumb which develop directly out of practice. 


University or MontaNA 


Professor A. K. Smith, who has been teaching 
business law for the past two years, is leaving to 
accept a position in Kansas City, Mo. 

Miss Alice Berland, a graduate of this school, 
is being added to the staff as assistant for the 
coming year. 

Dean Line is working with the Merchants As- 
sociation of the state in the holding of conven- 
tions in various cities of the state. 


UNIvERSITY OF OREGON 

The following are leaving this department this 
year: 

H. V. Hoyt, Dean of the School of Business 
Administration; 

E. B. Mittlemen, associate professor in charge 
of work in production management, personnel, 
business organization, and research work in 
business; 

Kenneth S. Wood, graduate assistant in ac- 
counting. Mr. Wood has taken a position with 
the State Tax Commission. 

Huish F. Yates, graduate assistant in account- 
ing; 

Beth Beal, secretary. 

New members of the department will be: 


The Accounting Review 


John Goplerud, graduate assistant in acco 
ing; 

Ruth May Chilcote, secretary; Miss Chileote ' 
became aC. P. A. of Oregon in May 1936; 

Victor P. Morris, as Dean of the School ¢ 
Business Administration. Professor O. K. B 
is making a study of and revising the accountii 
methods of the State of Oregon. 

An alumni chapter of Beta Alpha Psi y 
formed in Portland in June. 

Of 35 persons taking the Oregon C. P. A. ex 
amination in May 1936 only five passed all part 
all of whom were students of the Oregon Schoob 
of Business Administration; the other six uns 
versity students who took the examination qualé 
fied, so that no student was failed this year. 


PRINCETON UNIVERSITY 


Mr. Robert F. Bryan is being added to 
staff as instructor in accounting. His work y 
include teaching the course in Principles of 
counting. 


UntversitTy OF SOUTHERN CALIFORNIA 


Mr. Rex Ragan, assistant professor, goes 
Stanford University for graduate work this next) 
year. 

Four new men have been added to the staff 
assistants in accounting: T. H. Anglea, Richard 
E. Strahlem, John F. O’Hearn, and Everett NG 
Hong. 

Professor Frederick W. Woodbridge, chairm 
of the accounting department, is serving as @ 
member of the Uniform Accounting Committee of 
the League of California Municipalities. 
undergraduate course is being added in the Hi 
tory and Theory of Accounting and a new g 
ate course—Advanced Cost Accounting 
lems. 


University or TExas 


Dr. Wilford L. White, professor of marketi 
at the University of Texas, has had his leave ex 
tended to permit him to continue as Chief of th 
Marketing Research Division of the United 
States Bureau of Foreign and Domestic Com« 
merce, Washington, D. C. 

Mr. Cecil Fewell has accepted a position on the: 
staff of the University of New Mexico. 


UNIVERSITY OF VERMONT 


Mr. A. C. Pond, assistant in economics and a¢ 
counting, received his M.A. this spring. He is 
leaving the department to take a position as iy 
structor in accounting at Colby College, where he? 
will teach, among other subjects, a course 
Advanced Accounting. 


| 


nting™ 

was 

partes 
chool# 

uali- 
the 
wills 
f Ac 

es to) | 
next 

aff as 
tt Ni 
rman) 

as 

ee off 
. Am 

His-: 
radu- 

Probe 3 

eting 
re 
of the 

nited 

n the 
d 

e is 
1s 

re he 
se 


